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How one practitioner handles small tax 


clients effectively (and profitably ) 


by MAX MYERS 


Every practitioner is confronted with the problem of how to handle the minimum 


income taxpayer—the small businessman or individual whose tax affairs are so 


small that the successful firm is generally not interested in them. But these tax- 


payers need help, and they can develop into large income clients. Mr. Myers de- 


scribes a system used successfully by his firm, and shows procedures and forms which 


permit the effective and economical handling of these minimum-income taxpayers. 


W HAT WOULD you, a busy income tax 
practitioner, do if a small ($6,000 
to $9,000 income) taxpayer or a very 
small ($4,000 to $6,000 income) tax- 
payer walked into your office during the 
forthcoming period for income tax fil- 
ing? Chances are you would quickly 
brush off the very small taxpayer with 
some words like “We just don’t handle 
these individual returns,” or “Why don’t 
the Revenue Service. 
Your ap- 
proach with the small taxpayer might be 


you stop in at 


They will be glad to help.” 
a little different, and you might even at- 
tempt to service him if he looked like 
a good bet to make more money in 
later years and thereby develop into 
what you would consider a good client. 
Your probably run 
something like this. ‘“Well, I can stand a 
loss on this fellow for a year or two, be- 


thinking would 


cause he seems to have potential; so 
we'll just worry along with him and see 
what happens.” Our firm’s experience 
these answers in both 
situations are wrong, except in very rare 
cases. 


indicates that 


Over 58 million individual income re- 
turns are filed every year; of these, over 
80% show some adjusted gross income. 
On those which show adjusted gross in- 
come, the average income tax paid is 
nearly $700.1 Yet probably not over 
1 in 100 of these small and very small 
taxpayers is being serviced by a compe- 
tent income tax practitioner. My con- 
tacts with other tax men indicate that 
this is the area of least service by both 
the accountancy and legal professions. 


At the same time, I believe it to be the 
area of greatest opportunity for both 
professions. 


Advantages in volume 

Ten years ago our firm resolved to do 
something about this problem, because 
more and more of these taxpayers were 
requesting our service, and we were 
simply not in a position to adequaiely 
handle them on a profitable basis. 
Frankly, when we first decided to at- 
tempt to serve this area of practice, we 
doubted that it was possible to do so on 
a profitable basis; but we felt that we 
had a professional obligation to serve 
those who needed our services, not just 
those who could afford to pay fully for 
them. As is so often the case, we found 
good ethics to be good business. Later 
as we added to our staff, we found that 
this area of practice was excellent train- 
ing for personnel. In the ordinary ac- 
counting practice, an audit trainee or 
semi-senior will see perhaps one tax 
problem per month; but in the small 
returns department, he will see at least 
one interesting and technical tax prob- 
lem a day, sometimes many in the course 
of a day. For the small accounting or 
legal firm, this is particularly valuable 
training for staff personnel, because by 
and large these firms must train their 
own people. Generally, persons apply- 
ing to these small firms for employment 
are not trained in the income tax field. 

Early in establishing this area of prac- 
tice, we found that it was necessary to 
develop maximum efficiency both in the 


handling of the client, the eliciting of 
information, and the preparation and 
delivery of the return if it were to be 
both well done and on a profitable 
basis. Special techniques, forms, etc., 
needed to be devised. We found also 
that it was essential to keep these files 
in tip-top shape. There was no “warm- 
up” time before the job was undertaken 
and very little time allowed for review 
of the file from year to year. Thus, it 
was necessary to have the file in such 
condition that with perhaps as little as 
two to three minutes’ review we could 
pick out all of the salient points or 
problems which this taxpayer had had in 
the past. 


Establishing a routine 


It was necessary to establish a routine 
for handling clients. This routine 
needed to make the client feel that he 
was given enough of our time, and yet 
the routine necessarily needed to strict- 
ly limit the time which we would give 
to the client. Above all, it was important 
that taxpayer appointments be sched- 
uled so that each taxpayer realized that 
he had a definite time set aside for him 
and would not unduly linger over the 
interview time assigned. 

Each of the problems had to be solved 
separately. To secure maximum effi- 
ciency in the handling of the client and 
eliciting the important inform: tion, we 
have over the years developed a special 
set of interview forms and information. 
Most of these forms are reproduced on 


page 5. These were developed as fol- 
lows. 

Our Form 1-] master form 
which is generally prepared for each 
client whether or not he falls within 
our small returns department. This form 
is so arranged as to be able to fill in the 
first basic data by reference to last year’s 
income tax return and thereby cut down 
on the professional time. This informa- 
tion is checked with the client as he 
arrives for his interview. Our procedure 
demands that all information entered 
on this form be checked with the client 
or with his records, books, etc. Certain 
parts of this master form are keyed to 
other forms, both our own and the Gov- 
ernment’s (where the Government’s 
forms have been satisfactorily prepared 
for our purposes). These other forms 
may or may not be used in the inter- 
view depending upon the nature of the 
taxpayer’s income or deductions. 


is the 


1Statistical Abstract of the United States, 1958, 
pp. 379-380. 
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Forms for income 

For example, if the taxpayer being 
interviewed has rental income, we will 
refer to our form covering this type in- 
come (2-P) when we reach this point on 
our interview form. This more detailed 
form gives us an opportunity to discuss 
with the client specific areas of deduc- 
tions or income. In the event there has 
been a current year’s substantial change 
in the law, regulations, or major court 
case with reference to income of this 
nature, our form will have been revised; 
our staff will have been briefed; and, if 
appropriate, we will discuss the implica- 
tions of such change with the client at 
the time we interview 
Form 2. 

Incidentally, our forms have had a 
continuing number throughout. They 
are identified with a number and a letter 
suffix. The number does not change; the 
letter changes each time the form has 
to be revised because of changes in the 
law, regulations, cases, etc. For example, 
we have found it necessary to change 
our Form | nine times as indicated by 
the suffix letter “I’. 


him from our 


Interviews follow plan 


Our invariably 
takes the following course. As the tax- 
payer arrives, his name and that of his 
spouse, age, etc., are 
checked with him. We then generally 
ask for his W-2 (if any) and will dis- 
cuss his dependency problems, if any, 
with him as the employer information 
is being entered on the form. From this 
point on, we temporarily let the tax- 
payer guide the interview, because he 
generally has one or two things spe- 
cifically on his mind that he wishes to 
discuss before the interview is over. In 
this way we answer the major problems 
which he thinks he has early in the in- 
terview and have an opportunity to per- 
haps reflect on some of the problems 
which he has posed and more fully dis- 
cuss them as other points are covered. 

The average client is considerably 
more interested in his deductions than 
he is in his income; and for this reason, 
we let him give us what information he 
has in this area during this part of the 
interview. In this fashion we can be 
assured that we have answered his ques- 
tions, and he does not feel that we have 
closed out the interview before he has 
talked about the things he has had on 
his mind. Our forms system fits very 
well into this type of interview; because 
as he raises new questions or gets into 


interview routine 


dependents, 


new areas, we start a new form for each 
different area. For example, as he starts 
telling us of his personal deductions, 
we start a form #7-G. After he has 
discussed those problems of which he is 
aware, we go back over our interview 
sheets with him to fill in any additional 
information. We try not to interrupt 
the taxpayer during the time he is 
telling us of the problems he thinks he 
has, unless he gets off the track and 
needs guiding. In this way we let him 
tell us his whole story, and he does not 
call us a day or two later to tell us 
something he forgot. Nothing is quite 
as frustrating as to have a return com- 
pleted then have the taxpayer call to 
say he forgot to tell us of a medical 
bill or donation. This is another rea- 
son we review our interview sheets with 
him before he leaves the office. 

Our form 1-I asks the question “Any 
other income?” The interviewer is in- 
structed to be certain to ask this ques- 
tion directly of the taxpayer before the 
interview is over. Generally, this is the 
last question asked. In this way we can 
be certain that we are covering anything 
the taxpayer may have forgotten. We 
generally explain this to the taxpayer 
as the question is asked. Frequently, he 
will have the impression that certain 
items of income are not taxed and will 
fail to mention them to us. Too, we 
often make notations of unemployment 
compensation, social security and other 
types of non-taxable income; because, 
particularly in the cases of large deduc- 
tions within a taxable year, the Revenue 
Department will be interested to know 
how the taxpayer could have had all 
of the deductions when he had perhaps 
in that one year only a small amount of 
taxable income. Thus, when the ques- 
tion is asked by the Revenue Depart- 
ment during the course of an audit at a 
later date, we are able to justify the 
over-all correctness of the and 
the claimed deductions. 


return 


Explaining fees 

Early in our small returns department 
experience we found that it was neces- 
sary to explain to the client just what 
services our fee covered. Accordingly, 
when we have a new client, we discuss 
with him the fact that the fee to be 
charged will cover only the preparation 
of the income tax return. We explain 
that in the event the return is checked 
by the Treasury Department or some 
items come in controversy through no 
fault of ours and frequently no fault 
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[Mr. Myers is a member of Myers, Scar- 
brough and Baker, CPAs, with head- 
quarters in Joplin, Missouri and offices 
in three other cities nearby.] 





of the taxpayer, an additional fee will 
be charged depending upon the nature 
of the work which we are asked to do. 
If this is not explained the client fre- 
quently feels that after he has paid for 
the preparation of the return this should 
be a guarantee to him that the Treas- 
ury Department will accept it without 
question. We, of course, explain to him 
that it is quite possible that his return 
will be checked; and indeed, in cases 
where travel expense, eic., is claimed, 
we tell him flatly that his return will 
probably be checked. In this way if he 
receives a request for additional informa- 
tion or advice from the Treasury De- 
partment, he is aware of the fact that 
his is not an exceptional case and that 
it is neither our fault nor his that the 
Treasury Department has selected his re- 
turn for audit. 


Business records 

To this point we have covered inter- 
viewing techniques which would apply 
to a small taxpayer regardless of whether 
or not he was a small businessman tax- 
payer. This latter client presents a differ- 
ent problem in that, if he has not pre- 
viously used professional tax counsel, 
he will probably bring with him a shoe 
box or paper sack full of receipts, cash 
register tapes, etc. If this occurs we try 
to discuss briefly what data he has at 
the beginning of the interview. This 
data will then be passed to a clerical 
employee with instructions to sort the 
paid bills, cancelled checks, etc., into 
types of expenses, revenue supporting 
data, etc. In the meantime the rest of 
the interview will be conducted. As soon 
as the clerical employee has sorted the 
data, it is returned to the interviewer 
and specifics within each group of re- 
ceipts, paid bills, etc., are discussed with 
the client. If time permits the inter- 
viewer is supposed to total each classi- 
fication while the client is still in the 
office so that the results may be discussed 
briefly with him. 

In any event we have suggested an 
appointment for him to either return 
to our office after the income tax filing 
season is over for the purpose of setting 
up a simple set of records or have ex- 
plained the basic type of information 
needed for next year’s return. In this 
connection we point out to him the 
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record keeping requirements in the 
Treasury Regulations and explain the 
Treasury Department’s current enforce- 
ment policy with respect to record keep- 
ing. We point out that there will be a 
charge for the installation of the sys- 
tem; but generally we install a mini- 
mum type system for this client, and the 
fee is generally quite reasonable. 

In the event we are unable to tabu- 
late the client’s data while he is still in 
the office, we note on our interview form 
that the business income section is to 
be prepared from the data left by the 
client and skip on by this section of 
the form. At a later time after the data 
is processed and the interview sheet 
completed, the client is telephoned and 
the results of the tabulation discussed. 
This noted on interview 


sheet. 


fact is our 

Where the gross or net profit shown 
from the business is low, as revealed by 
our experience with other businessmen 
in the same general line, we discuss this 
fact with him and attempt to provide 
greater incentive to increase his volume, 
gross profit, and net profit. We are fre- 
quently pleased to find that our dis- 
cussion has resulted in business changes 
and better future profit results for the 
We try 
the impact which our remarks may have 


client. never to underestimate 
on this type of client, because frequent- 
ly we are the only person outside his 
business with whom he has an oppor- 
tunity to discuss his business affairs 
during the entire year. As such, we find 
that our opinions and suggestions (al- 
not followed) are of 


though always 
< / 


great interest to him. 


Return preparation 

After the client is completely inter- 
viewed, all of the forms together with 
their notations are clipped together, 
and the data left by the client is at- 
The W-2 
paper-clipped to the interview sheets, 


tached to them. forms are 
and these sheets are passed to the tax 
return preparation department. With 
rare exceptions, the return can be com- 
pletely and accurately prepared from 
the sheets and can be pre- 
pared by someone who can do _ this 


interview 


routine job in a routine fashion. 
Most 
cluded in the return are prepared on 


schedules which: are to be in- 


translucent paper, and copies made on 
our Bruning machine. Occasionally, it 
will be necessary to use a photographic 
reproduction method where translucency 
reproduction is not appropriate, and 
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for this purpose we maintain a Verifax 
machine. After preparation the inter- 
viewer will review the tax return, since 
he is the person who is familiar with 
the case and can review the return in a 
matter of minutes. He does not do the 
clerical proofing; this is left up to 
someone other than the person who 
prepared the return. After this review 
it is passed to the typing section and 
the return typed and assembled. Gen- 
erally, only the return form itself is 
typed. This extra effort is, we believe, 
worth the resulting client satisfaction it 
produces. The return is always signed by 
a partner. Delivery is effected either 
by the taxpayer calling at the office at 
which time he may or may not see any- 
one except the secretary who advises 
him how to sign the return and so on, 
or occasionally the return is mailed to 
the taxpayer with a letter of instruction. 
We individually type all letters of in- 
struction so that the taxpayer does not 
get the feeling that he is being handled 
as a cog in a big wheel. 

We prepare all of our own forms by 
typing them on a Multilith master and 
reproducing them on our Multilith. 
Most of the forms are reproduced not 
only for interview purposes but are 
also reproduced on transluciencies so 
that a dressed-up version of the com- 
pleted interview sheet (devoid of source 
notes and comments) can be reproduced 
and included in the income tax return. 

We have tried many other means of 
servicing the small taxpayer and early 
in our servicing of this area of profes- 
sional practice would frequently pre- 
pare returns based on information which 
the taxpayer may have listed haphazard- 
ly and left with one of the secretaries. 
We found this to be a mistake. Now, 
although the taxpayer may not come 
into our office for a formal interview at 
first, after his iuformation has been en- 
tered on our various interview 
we will telephone him and discuss the 
information extensively with him. If 
from this we find there areas in 
extensive interview is 
cated, insist that he 
our office so that we can discuss the 
return more fully. 


forms, 


are 
which an indi- 


we will come to 


We found that only discouraging re- 
sults were obtained from failure to fol- 
low our interview routine and efficient 
income tax return preparation methods. 


Clients are satisfied 


We have found some problems in the 
small return department, too. Early in 








FORMS MAY BE PURCHASED 

THE NINE FoRMs used by Mr. Myer’s 
firm in handling small tax return 
clients described in this article are 
being printed in quantity by The 
Journal of Taxation as a service to 
subscribers who may want to adopt 
the system described here. Reprints 
of this article will also be made 
available. Samples and prices for 
these items in quantity will be sent 
on request. For information write: 
The Journal of Taxation, 147 East 
50th Street, New York 22. 














our practice we found that we could 
not compete on a fee basis with non- 
professional tax service organizations, 
and we have not tried. Yet, in our con- 
versation with the client we do not 
ignore these organizations (where the 
client is familiar with them) nor do we 
leave the client wondering what kind 
of fee we are going to charge. We found 
that with each new client it was neces- 
sary, early in the interview, to not only 
discuss our services but also to raise 
the question of fees so that we could 
know what their attitude was going to 
be. If they were interested only in the 
size of the fee, we found that we really 
could not service these few individuals. 
Amazingly enough, though, we discov- 
ered that, while every client is interested 
in the fee, most of our small taxpayers 
were interested in relating the kind of 
service to the size of the fee that they 
were paying. This, after all, is not so 
different an attitude from that held by 
our largest clients. Most clients who 
come through an attorney’s or CPA’s 
door do so because they are at least 
partly quality conscious. If they were 
not, they would have called on one 
of the fringe service organizations for 
assistance. Even those clients who may 
have thought they were interested pri- 
marily in the size of the fee to be 
charged end up an interview with an 
appreciation of the effort required to 
adequately prepare a good income tax 
return. By the time the interview is 
over, the competent tax practitioner will 
have been able to illustrate to most 
clients the value of his services, and it 
will not be too far from what the client 
expected and could afford to pay. 
With the complexity of the present 
tax laws and the 
of tax savings available even to the 
smallest taxpayer, it is a rare case where 
the tax savings do not substantially ex- 
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Forms used by author's firm in handling 


small taxpayer's returns. 
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ceed the fee needed to be charged for 


the performance of the work. 


Work is interesting 


We also found that care had to be 
used that our servicing of the small tax- 
payer did not take so much of our time 
or get us so bogged in detail that this 
area of practice lost or kept away the 
larger taxpayer-client. Although prac- 
tically all of our partners and all of the 
staff men will, at some time or another, 
do work in the small return department, 
our primary service has always been di- 
rected to the servicing of the larger 
clients. We have found that no appre- 


ciable conflict has resulted; because, 
aside from the established interview 
time, the time devoted to the small 


taxpayer department need not be as 
specifically scheduled as that devoted to 





Probate decree that widow’s share is 
free from estate tax fixes marital de- 
duction. Decedent’s will bequeathed one- 
half of the residue of his estate outright 
to his wife. The probate judge held that 
the interest in il¢@ 
estate was to be distributed to her free 
and clear of the estate tax, but the Dis- 
trict Director asserted that in comput- 


widow's one-half 


ing the amount of the allowable marital 
rata the 
federal estate tax should be subtracted 


deduction a pro share of 
from the value of the widow’s half share 
of the estate. The court holds that the 
determination by the probate court that 
the widow’s half was not to bear any 
portion of the federal estate tax was 
binding. The full marital deduction is 
allowable. Smith, DC S. C., 9/18/59. 


Marital deduction allowed for spouse’s 
annuity right in insurance; proceeds 
allocated. The decedent died owning 
five insurance policies under the terms 
of which his widow was designated as 
direct beneficiary and their two chil- 
dren as contingent beneficiaries. The 
provided for a_ twenty-year 
period of guaranteed payments, and if 
the widow died during that period, re- 
maining payments would go to the two 
children. In the event the widow sur- 
vived beyond the twenty-year period, 
entitled to receive pay- 
ments during her lifetime. The court 
determined that the amount of the in- 
surance proceeds necessary to provide 
life annuity payments to the surviving 


policies 


she would be 


; ate & gift decisions this month 
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the larger taxpayers. By not leaving any 
of our staff men wholly in the small tax- 
payer department, we keep them from 
“not being able to see the trees for the 
forest.” 

We believe that our system will work 
for either the individual practitioner 
with one or two clerks or for the larg- 
est firm; and although the accounting 
firm can best use it, in our opinion, be- 
cause most of the work is of an ac- 
counting nature, we believe that it 
would fit equally as well into a law 
practice if the attorney is familiar with 
Federal tax problems. 

All of the members of our firm and 
our staff like people and like to serve 
them, so we try to treat each client of 
return department in a 
courteous, friendly, professional man- 
ner. Besides, we find it pays. * 


our small 


spouse after the guaranteed payments 
of monthly benefits for twenty years 
qualified for the marital deduction. Al- 
thougl. the policies themselves did not 
require division of the proceeds into 
two funds to be held by the insurance 
company, the court indicated 
proper to distinguish between the por- 
tion of the proceeds necessary to pro- 
vide for the payments over twenty years 
which the children 
interest and the 
necessary to provide the life 
payments. The children 
terest in this latter amount 
sequently it qualified for the marital 
deduction. Sandperl, DC Missouri, 6/ 
19/59. 


it was 


certain in had a 


contingent amount 
annuity 
had no _ in- 


and con- 


Employee’s interest in pension plans 
subject to estate tax [Old law]. Decedent 
died at age 88 while serving as president 
of two corporations. He would have 
been eligible for full benefits under the 
qualified pension plans of both corpo- 
rations if he had chosen to retire, and 
by reason of his death, benefits were 
paid to his children pursuant to a direc- 
tion which he had given the pension 
boards. Both plans stated that an em- 
ployee was not deemed to have a vested 
interest, but the employee had the right 
to designate beneficiaries of benefits pay- 
able in event af death. 

The court indicated that the primary 
issue in determining the includibility of 
the death benefits derived from pension 
plans is the extent of the control which 


the decedent exercised over the pension 
funds which gave right to death bene- 
fits. It was held that he had a sufficient 
degree of control to render the pay- 
ments to his children includible in his 
gross estate under the 1939 Code sec- 
tion 811l(a). The court noted that the 
decedent’s benefits under the plans must 
be regarded as indefeasible rights grow- 
ing out of his employment by the corpo- 
rations, similar to deferred compensa- 
tion payments, and as constituting 
“property” within the meaning of 
811(a). 

This property, acquired in considera- 
tion of his services, became fixed as the 
corporations made contributions to the 
trusts, and he had the right to receive 
the entire interest by way of lump sum 
payments if he retired as well as the 
right to designate the beneficiaries to re- 
ceive death benefits. [Under the 1954 
Code benefits under most employee's 
trusts are not includible in the em- 
ployee’s estate unless payable to the 
executor.—Ed.], Garber CA-3, 10/16/59. 


Marital deduction allowed for interest 
given surviving husband under joint 
will. Decedent and her husband had 
made a joint will, the property of the 
first to die to go to the survivor who 
would leave it to their children. The 
Commissioner contended that upon de- 
cedent’s death no marital deduction was 
allowable for the property that went to 
the husband because he had only termi- 
nable In effect, the Commis- 
sioner said, he had only a life estate, 
being obliged by the mutual will to 
leave it to the children. The court de- 
cides that under state law the interest 
taken by the husband was outright, ab- 
solute and fee simple and allows the 
marital deduction. DC Ill. 
9/4/59. 


interest. 


Newman, 


Nebraska spouse’s allowance qualifies 
for marital deduction. A Nebraska 
County Court ordered an allowance to 
be paid the surviving spouse “in the 
sum of $2,000 per month, said allow- 
ance not to exceed a period of 12 
months. ” Pursuant to this order, 
the executors paid the widow, in month- 
ly installments, the total sum of $24,000. 
In considering the question whether the 
allowance qualified for the marital de- 
duction, the U. S. District Court first 
noted that the widow’s right to main- 
tenance for a limited period is inherent- 
ly an interest which may terminate or 
fail upon the happening of a contin- 
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gency or upon the lapse of time. Under 
Nebraska law it terminates at the end 
of one year or upon the settlement of 
the estate, also possibly at death or re- 
marriage. The court also determined 
that the term “property” includes assets 
actually paid to the widow out of the 
gross estate of the decedent, and since 
the allowance is an interest in property 
passing solely to the widow, it qualifies 
for the marital deduction. Even though 
it is a terminable interest, no interest in 
the same property passes or has passed 
from the decedent to any person other 
than the surviving spouse. Quivey, DC 
Neb. 9/15/59. 


Stock dividends on shares in joint ten- 
ancy attributable to spouse who bought 
shares. In 1929 decedent gave his wife 
3,000 shares of stock which were regis- 
tered in her individual name, and he 
subsequently purchased an additional 
565 shares in her name. Other shares 
were distributed to her as stock divi- 
dends by the corporation. In 1944, at 
the time of a property settlen.ent agree- 
ment, all of the shares were reregistered 
in the names of decedent and his wife 
as joint tenants in which form they were 
held until decedent’s death in 1948. The 
estate claimed that it was entitled to 
exclude from tax the shares transferred 
from the name into 
particularly those  ac- 
quired by her as stock dividends. The 
court disagreed; all of the shares were 
includible 


wife’s individual 


joint tenancy, 


in decedent’s gross estate 
since traceable to gifts from the dece- 
dent. The stock dividends did not add 
anything to the wife’s proportionate in- 
terest in the corporation. English CA-7, 
10/16/59. 


Marital 
Court 


deduction allowed; Probate 
determined interest was not 
terminable. Decedent’s will provided for 
outright distribution of his estate to his 
but in the event she should die 
prior to the distribution, then all of 
property his son. The 
Probate Court entered a decree to the 
effect that the property in question 
vested in decedent’s surviving wife abso- 
lutely and indefeasibly at the time of 
the death of her husband. In spite of 
the probate court decree, the Commis- 
sioner denied the marital deduction on 
the ground that the widow was given 
a terminable interest, for the will con- 
tained a requirement of survivorship 
until the time of the distribution of the 
estate. This court holds that the adjudi- 


wife, 


was to go to 
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cation made by the probate court was 
binding as to the nature of the interest 
taken by the wife under the terms of the 
will. In view of the probate court's 
judicial determination that the interest 
given the widow was not a terminable 
one, it held the marital deduction allow- 
able. Martinson, DC Ida., 10/16/59. 


Power was created prior to donors 
death, though revocable until then. In 
1935 the insured changed the optional 
settlement under certain insurance poli- 
cies on his life. In addition to annuity 
payments after his death, his wife was 
given the privilege of surrender and 
withdrawal during her lifetime. He dicd 
in 1948 and his wife died in 1955 with- 
out exercising her privilege of surrender 
and withdrawal. Her executor con- 
tended that the power was created 
prior to October 21, 1942, and since it 
was never exercised, it was not taxable 
as part of her gross estate under the pro- 
visions of Section 2041(a)l1 IRC 1954. 
The government contended, however, 


- 


that as the power was subject to revoca- 
tion by the insured at all times prior 
to his death and was not exercisable by 
the wife until then, it was not created 
until the insured’s death in 1948. 

The court agreed with the executor 
of the wife’s estate that the power was 
created at the time the insured changed 
the optional settlement and gave his 
wife the privilege of surrender and 
withdrawal rather than at the time of 
the insured’s death when it first became 
exercisable. The power of surrender 
and withdrawal was a pre-1942. general 
power of appointmefit exempt from tax 
under the provisions of Section 2041(a)1. 
In reaching its decision, the court relied 
on Merchants National Bank of Mobile 
(261 F.2d 570, 1958) wherein it had been 
held that a power given a beneficiary 
under a revocable trust was created at 
the time the trust was established 
rather than at the death of the settior, 
even though it was not exercisable until 
after the death of the settlor. Turner, 
DC Mo., 9/29/59. 


New decisions: income taxation of trusts 


. 





Pension trust distributions are income 
in respect of decedent. Taxpayers as 
beneficiaries of a deceased employee re- 
ceived distributions from a qualified 
pension trust which are taxable to them, 
though as capital gain. Since the value 
of these interests was also included in 
the employee’s estate, the beneficiaries 
claimed the receipts were “income in 
respect of a decedent” and they should 
be allowed an income tax deduction for 
estate taxes paid. The Tax Court held 
that these distributions from a qualified 
trust are of income of the trust, not the 
decedent, and no estate tax deduction 
is allowable. This court reverses on the 
ground that the provision for income 
in respect of a decedent [Section 691 of 
the 1954 Code.—Ed.] was intended to 
apply to just this kind of situation. 
Hess, CA-3, 10/16/59. 


Income-in-respect-of-decedent provisions 
are constitutional. The Commissioner 
taxed, to the beneficiaries of the estate 
interest income which accrued up to the 
date of decedent’s death but which was 
collected thereafter. Taxpayer contends 
that the provision of the Code thus tax- 
ing income in respect of a decedent is 
an unconstitutional tax on capital. The 
court rejects this argument. The interest 


received has the character of-income al- 
though it might be considered capital 
for estate accounting purposes. Richard- 
son, DC Mich., 9/25/59. 


Accrual basis beneficiary must include 
in final return trust income accrued to 
date of his death. All the income of a 
trust was required to be distributed cur- 
rently to an accrual basis beneficiary. 
The IRS rules that income earned by 
the trust to the date of the beneficiary's 
death is includible in the final return of 
the decedent. The Service holds there 
is no conflict between this rule (as 
stated in Section 652(a)) and the rule 
under Section 451(b) that an amount 
accrued only by reason of death is not 
to be included in the deceased’s income. 
Rev. Rul. 59-346. 


Gifts to minor under Model and Uni- 
form Acts taxed alike. {he IRS reviews 
the differences in language between the 
Uniform Gifts to Minor’s Act and the 
Model Gifts of Securities to Minors Act 
and concludes that the differences have 
no effect on taxation. This ruling also 
reviews and restates the IRS position 
in prior rulings on income, estate and 
gift tax treatment of such gifts. Rev. 
Rul. 59-357. 
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New cases limit changes in ownership 


and operations that preserve carryover: 


by SYLVAN TOBOLOWSKY 


The interrelationship of Section 269, 381, and 382 of the Code have been the 


subject of considerable debate ever since 1954. With the Supreme Court’s deniai 


of certiorari in Mill Ridge in October, tax men, for some time to come, are going 


to have to give advice in this difficult area based on the conflicting lower court 


interpretations. Mr. Tobolowsky here analyses some fourteen ordinary changes in 


business ownership and operations and assays the chance of a loss being carried 


over through them. 


he US START with a simple case involv- 
ing a continuation of the same busi- 
ness with the same stockholders. A owns 
all the stock of the X Corporation which 
is engaged in the restaurant business. 
The corporation was organized in 1958. 
The X Corporation sustains a loss in 
1958 from the operations of the restau- 
rant and in 1959 makes a profit from 
It is clear that the 
1958 loss may be carried over and de- 
ducted from the 1959 profits. This is 
the according to the 
rg ae * Court in Libson Shops (353 

J. S. 382), that the net operating loss 
ye ek were designed to cover; that 
taxpayer to set off its 
ae years against its lush years, and 
to strike something like an average tax- 
able income computed over a _ period 
longer than one year. 

Now let us consider a simple case on 
the other extreme, a change in business 
combined with a change in stockhold- 
ings. A owns all the stock of the X 
Corporation which is engaged in the 
restaurant business. The X Corporation 
sustains a loss in 1958 from the opera- 
tions of the restaurant. On December 
31, 1958, A sells all of this stock in the 
X Corporation to B. On January l, 
1959, X Corporation discontinues the 
restaurant business and enters the hotel 
business. 

Section 382 contains specific limita- 
tions on the use of net operating loss 


the same business. 


typical case, 


is, ) permit a 


carryovers following two kinds of trans- 
actions, (1) the acquisition of a loss 
corporation by the purchase of its stock 
and (2) the acquisition of the properties 
of a loss corporation in a type of tax- 
free reorganization specified in Section 
381. Section 382(a), which applies to the 
acquisition of a loss corporation by the 
purchase of its stock, denies the use of 
the loss carryover where two conditions 
exist: first, if one or more of the ten 
largest unrelated stockholders in a 
corporation own, at the end of the cor- 
poration’s taxabic ycar, a percentage of 
he total fair market value of the out- 
standing stock as a result of purchase or 
redemption which is at least 50 percent- 
age points more than such person or per- 
sons owned at either the beginning of 
such taxable year or the prior taxable 
year; and second, if the corporation has 
not continued to carry on a trade or 
business substantially the same as that 
conducted before the change in per- 
centage ownership of the fair market 
value of such stock.1 Thus, for Section 
382(a) to apply to deny the use of the 
loss carryover, both conditions must be 
met, viz. the change in stock ownership 
and the change in the nature of the 
business. 

In the example we are considering 
there has been a change of over 50 per- 
centage points in the ownership of the 
stock of X Corporation and X Corpora- 
tion has not continued to carry on a 


trade or business substantially the same 
as that conducted before the change 
in stock ownership. Section 382 (a) ex- 
pressly disallows the carryover of the 
net operating loss sustained by X Cor- 
poration in 1958 to offset any profit 
from the hotel business in 1959 or any 
subsequent year. 


No ownership change 

Next let us take up a case involving 
a change in business, but no change in 
stock ownership. A owns all the stock 
of the X Corporation which in our ex- 
ample is still engaged in the restaurant 
business. The corporation sustains a 
net operating loss in 1958. A decides 
there is no future in the restaurant busi- 
ness and on January 1, 1959, X Corpo- 
ration enters the hotel business and at 
the same time discontinues the opera- 
tion of the restaurant. A profit was 
realized from the hotel business in 1959. 
Until about two years ago I thought the 
answer to this hypothetical case was 
very clear. Since Section 382(a) required 
a change in both business and _ stock 
ownership to defeat a loss carryover, it 
appcared to me to follow that if there 
was no change in stock ownership, the 
net operating loss from the restaurant 
business in 1958 could be carried over 
by X Corporation and deducted in 1959 
from the profit of the hotel business. 

On a visit to Washington about two 
years ago, I learned informally that the 
people at Internal Revenue who were 
engaged in drafting the Regulations 
under Section 382 were then consider- 
ing this very situation. No regulations 
have been issued and I have no knowl- 
edge as to the conclusion, if any, that 
was reached. But the thought was ad- 
vanced that the decision of the Supreme 
Court in Libson Shops stands for the 
rule that a loss sustained in one business 
cannot be carried over and deducted 
from the income of another business. 

You will recall that Libson Shops con- 
cerned 17 separate corporations, 16 en- 
gaged in selling women’s apparel at re- 
tail at separate locations, the other cor- 
poration providing management services 
for the retail stores. The outstanding 
stock of all 17 corporations was owned 
by the same individuals in the same 
proportions. The 16 sales corporations 
were merged into the management 
corporation. Prior to the merger, 3 of 
the sales corporations showed net op- 
erating losses. The question in the case 
was whether these pre-merger operating 
losses could be carried over and de- 
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ducted from the post-merger income of 
the corporation. The facts showed that 
the 3 stores which sustained pre-merger 
losses continued to sustain 
the merger. 

The Supreme Court held that a loss 
carryover was not available under the 
1939 Code uniess there was a continuity 
of business enterprise. Referring to the 
legislative history of the carryover and 
carryback provisions, the Supreme Court 
declared that there was no 


losses after 


indication 
that the 1939 statutory provisions were 
designed to permit the averaging of the 
pre-merger losses of one business with 
the post-merger income of some other 
business which had been operated and 
taxed separately the merger. 
Rather, the Supreme Court pointed out, 
Congress primarily was concerned with 
the fluctuating income of a single busi- 
ness. Accordingly, the Supreme Court 
concluded that petitioner was not en- 
titled to a carryover since the income 
against which the offset was claimed was 
not produced by substantially the same 
businesses which incurred the losses. 

It is important to note that the Su- 
preme Court in Libson Shops expressly 
stated in a footnote that it was not pass- 
ing On situations like that presented in 
Alprosa Watch Corporation, where a 
single corporate taxpayer changed the 
character of its business and the taxable 
income of one of its enterprises was re- 


before 


duced by the deductions or credits of 
another. 


Implications of Libson 


Now, you and I know that the Libson 
Shops case was decided under the 1939 
Code; that it involved the interpreta- 
tion of the words “the taxpayer” as 
122 of the 1939 Code; 

Court pointed out 
in Libson Shops, 
these words have been omitted from the 
new provisions of the 1954 Code relat- 


used in Section 
that, as the Supreme 


in another footnote 


ing to carrybacks and carryovers; that 
Libson Shops involved a merger of sev- 
eral corporations and not a single cor- 
poration, and most important, that Con- 
the 1954 Code pre- 
scribed specific limitations on the use 


gress in has now 
of loss carryovers and they require both 
a change of business and change of 
stock ownership in the type of case 
under consideration to prevent the use 
of the loss carryover. 

You and I know all that. But perhaps 
the Government people might tell us 
that also know, or should know, 
that (a) in the corporate field it is not 


we 
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unusual for the courts to impose judicial 
limitations over and above those pre- 
scribed by Congress, witness, for exam- 
ple, the requirements of business pur- 
pose and continuity of interest in a 
corporate reorganization; (b) that the 
reasoning in Libson Shops would logic- 
ally extend to cover the case of a single 
corporation notwithstanding the express 
reservation of opinion on this issue; and 
(c) that Congress in enacting specific 
limitations on the use of the net operat- 
ing loss carryover in the 1954 Code was 
intending to close loopholes they 
thought existed in the pre-1954 law, and 
the 1954 Code should not, therefore, be 
construed to have liberalized the use of 
the net operating loss deduction. 


IRS not extending Libson 


Thus, we see, arguments exist on both 
sides on this issue. However, there has 
been one recent development which 
gives us some reason to believe the In- 
ternal Revenue Service not hold 
that Libson Shops applies in our hypo- 
thetical case. Last year in Rev. Rul. 58- 
603, the IRS ruled that the principle 
announced in Libson Shops will not be 
relied upon by the IRS under the 1954 
Code as to a merger or any other trans- 
action described in Section 381(a) of 
the 1954 Code. It should be pointed out, 
however, that a distinction might be 
made 


will 


between a merger and our as- 
sumed case. Section 381(a) affirmative- 
ly provides for the carryover of net 
operating losses in mergers and certain 
other tax-free transactions. There is no 
such affirmative provision dealing with 
other forms of transactions, and the rul- 
ing may or may not be deemed to apply 
to our situation which does not involve 
a transaction covered by Section 381(a). 
Nevertheless, I personally feel that the 
net operating loss carryover should be 
allowed in the case in question. One 
cannot be certain, however, as to this 
result in the absence of a more specific 
pronouncement from the Internal Rev- 
enue Service. 


Same business—new owners 


In the next example we have a con- 
tinuation of the same business at the 
same location, but a change in stock 
ownership. We commence again with A 
owning all the stock of X Corporation 
which is engaged in the restaurant 
business. A loss is sustained in 1958. On 
December 31, 1958 A sells all the stock 
of X Corporation to B. B feels that he 
can make a profit in the restaurant 
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[Mr. Tobolowsky, a member of the 
Texas bar, practices law in Dallas. He 
has addressed both the Southwestern 
Legal Foundation Tax Institute and the 
Tax Institute conducted by the Texas 
CPA Society on loss carryovers this win- 
ter. This paper is drawn from those 
talks.] 





business at the same location, that A 
just did not know the restaurant busi- 
ness. B turned out to be a true prophet, 
for a profit was made by X Corpora- 
tion in 1959. But what about the loss 
carryover? Section 382(a) imposes no 
obstacle for there has been no change 
in business. Libson Shops surely cannot 
apply for there has been a continuaiion 
of the same business. We are not free 
yet, however, because Section 269 is in 
the 1954 Code. 

Section 269 (a reenactment of Section 
129 of the 1939 Code with a procedural 
amendment) provides for the disallow- 
ance of a deduction, credit, or other 
allowance if (1) any person acquired 
control of a corporation or (2) any cor- 
poration acquired the property of an- 
other corporation in a tax-free trans- 
action, and the principal purpose of 
such acquisition was the evasion or 
avoidance of Federal income taxes by 
securing the benefit of a 
other allowance 


deduction, 
which such 
person or corporation would not other- 
wise enjoy.” 


credit, or 


Mill Ridge case 


A most significant recent interpreta- 
tion of 129 of the 1939 Code 
is the decision of the Fifth Circuit in 
Mill Ridge Coal Company (264 F.2d 
713). Mill Ridge operated a coal mine 
until March 1951, 


erating the mine; in 1952 the corpora- 


Section 


when it ceased op- 
tion sold all of its assets and from that 
December 31, 1953, the cor- 


poration was inactive. On December 31, 


time until 


1953, the stockholders of the corporation 
sold all their stock for slightly in excess 
of $5,000. It had net operating losses 
for each fiscal year from 1948 to 1953. 
After the stock the corporation 
changed hands, the corporation engaged 


of 


in the business of transporting and se!l- 


1An increase of 50 percentage points does not 
mean the same as a 50 percent increase. A stock- 
holder who owns 4 percent of the fair market 
value of the outstanding stock and who increases 
his ownérship to 6 percent has had a 50 percent 
increase in ownership but only a 2 percentage 
point increase. 

* The word “control” as used in Section 269 was 
defined to mean the ownership of stock possessing 
at least 50 percent of the total combined voting 
power of all classes of stock entitled to vote or at 
least 50 percent of the total value of shares of all 
classes of stock of the corporation. 
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ing fuel oil in accordance with the terms 
of a favorable contract the new stock- 
holders had negotiated prior to the pur- 
chase of the loss corporation. The new 
stockholders conceded they purchased 
the loss corporation in order to obtain 
the tax benefits of its earlier losses. ‘The 
question before the Court was whether 
the corporation could carry over to its 
fiscal year ending August 31, 1955 the 
losses previously incurred. 

The Fifth Circuit held that the loss 
could not be carried over for two sep- 
arate First, the Court 
cluded, that the Libson Shops decision 
applied, and that as a result of the 


reasons. con- 


change of stockholdings and the change 
of business, the corporation claiming the 
loss carryover was not the same taxpayer 
as the corporation which sustained the 
loss. Section 129 of the 1939 Code (Sec- 
tion 269 of he 1954 Code) was the 
second reason given by the Court to 
disallow the loss carryover. The Court, 
speaking through Judge Hutcheson, was 
most emphatic in its conclusions, and I 
believe I can convey the emphasis of its 
ruling properly only by quoting the fol- 
lowing language from the opinion: 
The language and the legisla- 
tive history of the enactment of the loss 
carryover provisions make it quite clear 
that Congress did not intend thereby to 
authorize unjust enrichments through 
windfalls of the kind claimed here. On 
the contrary, the statute, a remedial one, 
intended to and did provide amelioria- 
tion for the drastic effects under par- 
ticular circumstances of taxing income 
on an annual basis by allowing a _busi- 
ness with fluctuating profits to set off 
and it 
cannot be reasonably contended that in 
enacting the carryover provisions, Con- 


its lean, against its good years, 


gress contemplated or authorized the 
trading in, and use of, the loss carry- 
over deduction involved here. Indeed 
the facts are so clear, the purpose and 
results of the actions taken are so obvi- 
ously in conflict with the meaning and 
intent of the remedial statute appellant 
invoked that if, as we do not believe 
is the case, the transaction at issue here 
can be said to be within the letter of 
the statute, it is foreign to its spirit and 
its clearly expressed over-all purpose 
and intent.” : 

“Agreeing with appellee, therefore, 
that the taxpayer here, as in the Libson 
case, supra, is not “the taxpayer” within 
the meaning of 26 USCA Section 122(b) 
(2)(C); and that under the undisputed 
facts and the findings in this case, the 
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allowance of the deduction is forbidden 
by Section 129(a), 1939 Code, we order 
the judgment affirmed.” 

The decision in Mill Ridge Coal Co. 
is important in two respects. First, and 
foremost, it adopts the view that Sec- 
tion 129 of the 1939 Code, which as 
previously pointed out, has been re- 
enacted in the 1954 Code as Section 269, 
may apply to disallow a deduction, 
credit, or other allowance to the 
acquired corporation. This conclusion 
is in accord with a decision handed 
the Fourth Circuit in 1957. 
In the case of Coastal Oil Storage Com- 
pany, (CA-4 1957, 252 F.2d 396) a parent 
corporation created a subsidiary corpo- 


down by 


ration and transferred to it certain oil 
storage tanks in exchange for all of its 
capital stock and a note. The question 
in the case was whether the subsidiary 
corporation was entitled to the $25,000 
surtax exemption and excess profits 
credit. On appeal, the Court of Appeals 
for the Fourth Circuit reversed the Tax 
Court’s conclusion that Section 129 did 
not apply because the surtax exemption 
and excess profits credit belonged to the 
subsidiary from its inception and was 
not secured by the transfer of assets to 


it. Thus, the Fourth and Fifth Cir- 
cuits agree that Section 129 is not 
limited to a disallowance of a deduc- 


tion, credit, or other allowance by an 
acquiring person or corporation, but 
may be used in a proper case to deny a 
deduction, credit, or other allowance to 
the acquired corporation. 

In a decision handed down on Sep- 
tember 1, 1959, a United States District 
Court and Fifth 
Circuits in their interpretation of Sec- 
tion 129. This was James Realty Co. 
(DC Minn., September 1, 1959). 

Secondly, the Mill Ridge Coal Co. 
case is of importance in that it takes 
the view that where only a single corpo- 


followed the Fourth 


ration is involved, a net operating loss 
carryover denied, under the 
pre-1954 law, where there has been both 
a change of stockholdings and a change 
of corporate business. You will recall 
that the Supreme Court expressly re- 
served opinion on this latter issue in 
a footnote in the Libson Shops case. 
However the denial by the Supreme 
Court of certiorari in the Mill Ridge 
Coal Co. case leaves us still uncertain of 
the Court's attitude. 


may be 


Tax Court contra 
The position of the Fifth Circuit in 
Mill Ridge is flatly opposed by the Tax 


Court, which in a long series of cases, 
beginning with Alprosa Watch (11 TC 
240, 1948) has construed Section 129 of 
the 1939 Code, the predecessor of Sec- 
tion 269, as not prohibiting a deduction 
to the acquired corporation, regardless 
of any tax avoidance motives that may 
have surrounded the acquisition of the 
loss corporation. In Alprosa Watch 
Corp. the Esspi Glove Corp, from the 
date of its incorporation until June 15, 
1943, was engaged in the business of 
manufacturing and selling gloves. On 
that date all of the stock of Esspi was 
purchased by the two new stockholders, 
its name was changed to Alprosa Watch 
Corporation, its place of business was 
moved, and the nature of the business 
was changed to the buying and selling 
of jewelry. 

The Tax Court held in this case that 
the corporation was one entity for tax 
purposes and the net operating losses 
sustained in the glove business could be 
carried over and deducted from the 
profits of the jewelry business. 

The Alprosa Watch Corp. case in- 
volved a taxable year beginning prior 
to December 31, 1943, and, therefore, 
the provisions of Section 129 were not 
applicable. However, the most interest- 
ing part of the decision, so far as the 
present state of the law is concerned, 
is the view the Court expressed, by way 
of dictum, that Section 129 prohibited 
the use of a deduction, credit, or other 
allowance only by the acquiring person 
or corporation and not their use by the 
corporation whose control was acquired. 
Subsequently, in direct holdings, the 
Tax Court affirmed the interpretation 
of Section 129 which it set forth in 
Alprosa Watch.3 Thus, the Tax Court 
holds that where a corporation is using 
its own loss, Section 129 is not applica- 
ble to prevent the use of a loss carry- 
over regardless of the presence or 
absence of tax avoidance in the acquisi- 
tion of such corporation.* But the Fifth 
Circuit says in Mill Ridge that under 
Section 129 an acquired corporation 
may lose a deduction where the prin- 
cipal purpose of the acquisition is 
evasion or avoidance of Federal income 
taxes, 


Price and basis disproportionate 


Under the pre-1954 law, the Commis- 
sioner was generally unsuccessful in 
establishing that the principal purpose 
of an acquisition was evasion or avoid- 
ance of tax. Congress in re-enacting Sec- 
tion 129 into the 1954 Code adopted a 
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procedural amendment which was de- 
signed to make the provisions of the 
statute more effective so far as the Com- 
missioner was concerned. Under that 
amendment, where the consideration 
paid on the acquisition is substantially 
disproportionate to the aggregate of the 
adjusted basis of the property of the 
corporation and the tax benefits not 
available but for the acquisition, a 
prima facie presumption arises that the 
principal purpose of the acquisition was 
evasion or avoidance of taxes. 

How might this provision in Section 
269 work in our hypothetical example? 
Let us assume that the net operating 
loss sustained in 1958 was in the amount 
of $50,000. Assume further that the ad- 
justed basis of the corporation’s assets 
on December 31, 1958, was $10,000 and 
that the price B paid A for the stock was 
$15,000. Thus B paid $15,000 for $10,- 
000 in assets plus a potential tax bene- 
fit of $26,000 (52% of $50,000). Is $15,- 
000 substantially disproportionate to a 
possible benefit of $36,000; I say possible 
benefit for we do not know when B 
bought the stock from A whether the 
restaurant would make sufficient profits 
to absorb all of the $50,000 net operat- 
ing loss. Certainly the language “‘sub- 
stantially disproportionate” lends itself 
to controversy. 

At this point I should make clear that 
even where it is determined that the 
consideration paid is substantially dis- 
proportionate to the adjusted basis of 
the properties and tax benefits acquired, 
the presumption created by Section 269 
may be rebutted by the taxpayer by 
showing that the principal purpose of 
the acquisition was other than the eva- 
sion or avoidance of taxes. As a matter 
of fact, I have read tax articles that 
imply that the amendment made by 
Section 269 does not give the Com- 
missioner anv real assistance; that it has 
always been the rule that the Commis- 
sioner’s determination of a deficiency 
was presumed to be correct, and that 
the taxpayer has always had the burden 
of proof in court in cases arising under 
Section 129. These statements as to the 
presumption that arises on the Com- 
missioner’s determination of a _ de- 
ficiency and the burden of proof are 
undoubtedly correct. However, where 
Congress deliberately enacts a provision 
into law for the purpose of bolstering 
the Commissioner’s position in a par- 
ticular field, I have great concern that 
a court will be swayed, at least in doubt- 
ful cases, to take into consideration the 
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clearly expressed Congressional policy. 

Now this discussion just points up one 
fact. To feel comfortable that a loss 
carryover will be available in the type 
of situation covered by this example, 
we should have a good business purpose 
for the acquisition, separate and apart 
from tax reasons. I am inclined to be- 
lieve that in the ordinary case where a 
person buys the stock of another corpo- 
ration, and continues the same business 
rather than changing businesses, he is in 
a position to document a good business 
purpose and establish the proof neces- 
sary to circumvent the restrictions of 
Section 269. 


Change of location 


The next example is identical with 
the preceding one with one variation. 
B, upon purchasing the stock of X Cor- 
poration on December 31, 1958, con- 
tinues the restaurant business but moves 
the business two blocks away to a new 
location. I will assume that the prob- 
lems created by Section 269 have been 
met and that this Section does not ap- 
ply in this situation. Our problem here 
is whether a change of location con- 
stitutes a change of business. If it does, 
then in our hypothetical case the loss 
carryover would be denied for we would 
have both a change of stock ownership 
and a change of business. The Senate 
Committee Report states that a change 
in location shall constitute a change in 
business under Section 382(a). If this 
statement is taken literally, a move of 
the same type of business next door or 
across the street from its prior loca- 
tion would constitute a change in busi- 
ness. I do not believe that the Con- 
gress intended any such literal interpre- 
tation. Rather, I feel that Congress ‘in- 
tended a more reasonable approach. For 
example, where the location of a busi- 
ness is a most important factor in de- 
termining the success or failure of that 
business, such as a restaurant or a 
grocery store, then a change of location 
may very well constitute a change of 
business. On the other hand, where the 
location within a particular city is only 
a small factor in the success of the busi- 
ness, such as a manufacturing or whole- 
sale business, then I do not feel a move 
from one part of the city to another 
part should be considered a change of 
business. A move from one city to an- 
other, however, might under cirtain cir- 
cumstances amount to a change of busi- 
ness, regardless of its nature. It is my 
view, therefore, that whether a change 


in location constitutes a change in busi- 
ness must be determined on the basis 
of the facts of each case, with unrealistic 
or absurd results to be avoided. 


Purchase of a shell 


Our next factual situation is one that 
may arise fairly often. A owns all the 
stock of the X Corporation which op- 
erates a restaurant. The corporation was 
organized in 1957 and it sustained net 
operating losses in 1957 and during 
the first three months of 1958. In April 
1958 A decides that he has had enough, 
he realizes what he can from the sale of 
corporate assets, and he quits the rest- 
aurant business. He does not, however, 
liquidate the corporation. On January 
1, 19°9, along comes Mr. B who thinks 
he can make a profit in the restaurant 
business at the same location and he 
purchases A’s stock in X Corporation. 
The corporation is practically a shell at 
this time, owning hardly more than a 
name, but it does have that large net 
operating loss that could mean, if avail- 
able, money in the bank to B. B’s rest- 
aurant operation is an immediate suc- 
cess. Assuming the Tax Court's view is 
correct that Section 269 does not apply 
to an acquired corporation, would Sec- 
tion 382(a) defeat the carryover? 

The Internal Revenue Service has 
ruled that Section 382(a) does prevent 
the use of the loss carryover in this sit- 
uation. In Rev. Rul. 58-9, it was held 
that since the corporation was not en- 
gaged in business when its stock was 
acquired by B but was inactive, the re- 
activation of the corporation after the 
change in ownership of the stock, 
whether or not in the same line of busi- 
ness as that originally conducted, did 
not put the corporation im a trade or 
business “substantially the same as that 
conducted before the change in per- 
centage ownership of such stock” as pro- 
vided in Section 382(a).5 

In my example and in the facts set 
out in Rev. Rul. 58-9, the period of the 
corporation’s inactivity was about a 
year. Would the result be the same if 


§T.V.D. Co., (27 TC 879, 1957); British Motor Car 
Distributors, Ltd., (31 TC 4387, 1958). 

* Even where the taxpayer seeking the deduction, 
credit, or allowance has n the acquiring person 
«<r corporation, t Commissioner has generally 
been unsuccessful in establishing that “‘the princi- 
pal purpose” of the acquisition was to evade or 
avoid taxes within the meaning of Section 129. See 
Wage, Inc., (19 TC 249, 1952, acq. CB 1954-2); 
Commodores Point Terminal Corporation, (11 TC 
411, 1948, acg. CB 1949-1, 1); but see American 
Pipe & Steel Corporation, (CCA-9, 243 F.2d 125, 
1957) and Elko Realty Company, (29 TC 1012, 
1958). 

5 The conclusion expressed in Rev. Rul. 58-9, seems 
to be supported by the decision of the Third Cir- 
cuit in American Well and Prospecting C 
(CCA-3, 232 F.2d 934, 1956). 
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the corporation had been inactive only 
a week or a month? Suppose the entire 
period of inactivity was consumed by 
negotiations for the purchase of the 
stock? It appears to me that these are 
important considerations and that a 
mere temporary interruption, or an in- 
terruption based on good cause, should 
not in and of itself create a change 
in business within the meaning of sec- 
tion 382(a). Although not involving 
Section 382(a), the decisions in T. E. 
Penton (CA-6, 1958 259 F.2d 536) and 
Hutchens Metal Products, Inc. (DC Mo., 
6/30/59) give some support to this view. 


Same corporation; new business 


Now let us turn to an example of a 
factual situation which probably arises 
more often than any other where an 
acquisition of a loss corporation by a 
purchase of stock is involved. A owns 
all the stock of the X Corporation 
which is still hopefully engaged in the 
restaurant business. However, the year 
1958 is a bad one and, as is to be ex- 
pected, A is receptive to selling his stock 
when B makes his regular appearance 
on December 31, 1958. By now, B has 
become with Section 
382(a). X Corporation is to continue in 


most familiar 
the restaurant business at the same loca- 
tion, but to make certain that X Corpo- 
ration has sufficient income to take ad- 
vantage of the loss carryover, B trans- 
fers to X Corporation his profitable 
automobile insurance business which he 
previously conducted as a sole _pro- 
prietorship. B did not care much for the 
restaurant and devoted 
of his time on behalf of X Corporation 


to the 


business most 


automobile insurance business. 
As might be expected in these circum- 
the insurance 
prospered, the restaurant business fal- 
tered. To cut down its losses from the 
restaurant business, X Corporation in 
July 1959 dismissed about half of its 
restaurant personnel, eliminated all ad- 
vertising, and greatly reduced the scope 
of the restaurant operation. Under these 
facts, is X Corporation entitled to carry 
over the 1958 loss and deduct it from 
the 1959 profit, all of which was realized 
the 


stances, while business 


from automobile insurance busi- 


ness. 


The Conference Committee Report 
contains a statement that if the loss cor- 


poration continues to carry on sub- 


® Sen. Rep. No. 1635, 83rd Cong. 2d Sess, 284. 

™ For a recent case discussing the use of commit- 
tee reports in the construction of statutes, see 
Fisher Flouring Mills Company, (CCA-9, 1959 
1959-2 USTC par. 15,252) (Excise Tax Reporter). 
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stantially the same trade or business, the 
limitation set forth in Section 382(a) 
would not be applicable though the 
corporation also added a new trade or 
business. It would appear, therefore, that 
in our example in question, Section 
382(a) would not limit the use of the 
loss carryover, unless the reduction in 
scope of the restaurant business is of 
significance. The Senate Committee Re- 
port states that a change of business 
occurs if the corporation, as a result of 
the new stock ownership, discontinues 
any except a minor portion of its busi- 
ness. Of course, the facts in each case 
must be examined to ascertain whether 
a loss corporation has discontinued any 
except a minor portion of its business. 
The old well-established tax rule of sub- 
stance versus form would seem to be a 
factor in this type of case. In my opin- 
ion, in our hypothetical case, if X 
Corporation’s restaurant operation is 
still on a fairly large scale, as distin- 
guished from a nominal operation, Sec- 
tion 382(a) should not be considered ap- 
plicable to limit the loss carryover. By 
way of caution, it should be observed 
that even if Section 382(a) does not 
apply to the factual situation in this 
example, as heretofore discussed, Section 
tion 269 and Libson Shops may present 
difficult problems before the availability 
of the loss carryover can be assured. 


Reorganization 

The previous examples have dealt 
with the acquisition of joss corporations 
by stock purchase. Now let us turn to 
the acquisition of loss corporations by 
taxfree reorganizations. Unlike the 
situation where a loss corporation is 
acquired by the purchase of stock, a 
change in business is not an important 
factor in determining the availability of 
net operating loss carryovers where the 
loss corporation is acquired in a re- 
organization. Instead, under Section 
382(b), the important considerations are 
the type of reorganization and the per- 
centage ownership retained by the stock- 
holders of the loss corporation in the 
continuing corporation. Section 381 of 
the Internal Revenue Code of 1954 
specifically provides that if one corpora- 
tion transfers its property to another 
corporation in certain described tax- 
free transfers, the tax attributes listed in 
Section 381(c), which section includes 
net operating loss carryovers, will fol- 
low the property to the successor corpo- 
ration. 

Section 381 does not apply to all 


types of taxfree transfers, but is ex- 
pressly limited to (1) a liquidation of a 
subsidiary corporation by a parent cor- 
poration under Section 332 (except the 
so-called Kimbell-Diamond liquidations 
governed by Section 334(b) (2)); and (2) 
to reorganizations described in Clauses 
A, C, D, and F of Section 368(a)(1). 

Section 382(b) applies to the acquisi- 
tion of loss corporations by a type of 
taxfree reorganization covered by Sec: 
tion 381. Section 382(b) limits the 
amount of the net operating loss carry- 
over where the stockholders of the loss 
corporation wind up owning less than 
20% of the fair market value of the 
outstanding stock of the continuing cor- 
poration. The amount of the reduction 
is equal to 5% for each percentage point 
such ownership falls below 20%. For 
example, if the stockholders of the loss 
corporation receive only 10% of the 
stock in the continuing corporation, 
only 50% of the loss carryover is avail- 
able to the continuing corporation. I 
might note that Section 382(b)(3) pro- 
vides that the limitation on net operat- 
ing loss carryovers contained in Sec- 
tion $82(b) shall not apply if the trans- 
feror corporation and the acquiring 
corporation are owned substantially by 
the same persons in the same propor- 
tion. 


Merger 


Let us suppose, if a supposition is still 
needed, that A owns all the stock of X 
Corportation which is engaged in the 
restaurant business. B owns all the stock 
of Y Corporation which is engaged in 
the hotel business. X Corporation sus- 
tains a net operating loss from the 
restaurant business in 1958. On January 
1, 1959, X and Y Corporations merge 
under the laws of the State of Texas 
with Y Corporation being the surviving 
corporation. On the merger, A turns 
over to Y Corporation all the stock he 
owned in X Corporation and receives 
in exchange therefor 25% of the out- 
standing stock in Y Corporation, the 
surviving company. Y Corporation en- 
gages solely in the hotel business in 
1959. Is the net operating loss sustained 
by X Corporation in 1958 available as 
a carryover to Y Corporation in 1959? 
Since A received 20% or more of the 
stock of the surviving corporation, Sec- 
tion 382(b) is not applicable to limit the 
use of the loss carryover. But what 
about Section 269? Yes, we must con- 
cern ourselves with Section 269. Y Cor- 
poration is an acquiring corporation 
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claiming a deduction as a result of the 
acquisition and Section 269 must be 
taken into account even under the Tax 
Court’s interpretation of that section. I 
will not repeat here the relevant factors 
under Section 269, but merely note my 
feeling that Section 269 under the 1954 
Code will be more troublesome than 
Section 129 was considered under the 
1939 Code because of the procedural 
amendment adopted by Congress which 
I previously discussed. 

In this example, a pre-merger loss 
sustained by a separately taxed corpora- 
tion in one business was sought to be 
deducted by a second corporation from 
the post-merger income of another busi- 
ness. You will recall that Libson Shops 
holds that this could not be done under 
the 1939 Code. I have previously men- 
tioned Rev. Rul. 58-603. There the In- 
ternal Revenue Service ruled that the 
principle announced in Libson Shops 
will not be relied upon by the Internal 
Revenue Service as to a merger or any 
other transaction described in Section 
381(a) of the 1954 Code. Therefore, at 
least with regard to the types of tax 
free transactions listed in Section 381(a), 
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we can ignore the Libson Shops case in 
determining the availability of 
carryovers under the 1954 Code. 
In the next example, let us assume the 
identical facts as in the preceding case 
except that A, instead of receiving 25% 
of the stock of the surviving corpora- 
tion, receives only 19%. Under the 
terms of Section 382(b), since A received 
less than 20% of the stock of the surviv- 
ing corporation, a limitation is _pre- 
scribed on the amount of the loss carry- 
over. In the instant case, the loss carry- 
over would be reduced by 5% because 
of A’s 19% stock ownership in Y corpo- 
ration. What about Section 269 in this 
type of case? Somewhat surprisingly, the 
Senate Committee Report states that if 
a limitation in Section 382 applies to a 
net operating loss carryover, Section 269 
shall not also be applied to such net 
operating loss carryover.6 Because of 
this provision in the Committee Re- 
port, many acquisitions of loss corpora- 
tions have been made by giving the 
stockholders of the loss corporation 19% 
of the stock of the surviving corpora- 
tion, the thought being that by sacrific- 
ing only 5% of the loss carryover, the 


loss 


parties can be assured that Section 269 
will not be applied to eliminate the en- 
tire loss carryover. 

I wish I could agree that such a re- 
sult is clear, without question. I would 
be greatly surprised if the Treasury De- 
partment accepts that view. Whether 
the Treasury Department would con- 
tend that the statute itself is unam- 
biguous and, therefore, there can be no 
resort to the committee report,? or that 
the committee report itself is unclear, or 
for some other reason, I would hazard a 
guess that the application of Section 269 
to the hypothetical case being con- 
sidered will have to await determination 
by the courts. 


A B reorganization 

Now let us turn to a Clause-B re- 
organization. A owns all the stock of X 
Corporation, a loss corporation. B owns 
all the stock of Y Corporation. In ex- 
change for all of A’s stock in X Corpo- 
ration, Y Corporation issues to A an 
amount of its own voting common stock 
equal to 10% of its total outstanding 
stock. As I have already stated, Section 
382 does not apply to a Clause B re- 
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organization. Therefore, the fact that 
A will only own 10% of the stock of Y 
Corporation will not cause any reduc- 
tion in X Corporation’s loss carryover. 
Further, Y Corporation, as sole stock- 
holder of X Corporation, can transfer a 
profitable business to X Corporation, 
discontinue any business previously car- 
ried on by X Corporation, or make any 
other similar type of change in the busi- 
ness operations of X Corporation with- 
out running counter to any of the limi- 
tations of Section 382. 

When the loss carryover provisions 
were first enacted into the 1954 Code, 
many tax advisors considered the 
Clause-B reorganization was the big 
loophole in the law, and the stock of 
many loss corporations has been ac- 
quired in Clause-B reorganizations. At 
that time Section 269 was not con- 
sidered a problem in a Clause-B reor- 
ganization because of the Tax Court’s 
interpretation of its predecessor, Sec- 
tion 129 of the 1939 Code. You will 
recall that the decisions in Coastal Oil 
Storage Company and Mill Ridge Coal 
Company did not come down until 1957 
and 1959, respectively. Now, however, a 
corporate taxpayer, acquiring stock of a 
loss corporation in a Clause-B reorgani- 
zation, in order to assure itself 
that the loss carryover will be available, 
be prepared to establish, at least in the 
jurisdiction of the Fourth and Fifth 
Circuits, that the principal purpose of 
the acquisition of the stock of the loss 
corporation was not tax avoidance. Not- 
withstanding the Section 269 problem, 
a Clause-B reorganization does avoid 
the Section 382 limitation on net op- 
erating losses, and should always be con- 
sidered when the acquisition of a loss 
corporation is contemplated. 


must, 


A C reorganization 


In the example just discussed the 
factual assumption was that X Corpora- 
tion would remain in existence as a sub- 
sidiary of Y Corporation. Suppose at the 
time the Y Corporation acquired the 
stock of X Corporation from A, the 
stockholders of Y intended to, and did 
shortly thereafter, merge or liquidate X 
Corporation into Y Corporation. If 
these various steps occurred pursuant to 
a pre-arranged plan, then the substance 
of the transaction would govern, and 
instead of there being a stock-for-stock 
Clause-B reorganization, there would be 
a Clause-C reorganization. A Clause-C 
reorganization is defined by Section 368 
(a)(1)(C) as the acquisition by one cor- 
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poration in exchange for all or a part 
of its voting stock, of substantially all 
the properties of another corporation. 
The transaction being, in effect, a 
Clause-C reorganization, the provisions 
of Section 382(b) are applicable, and 
since A received only 10% of the stock 
of Y Corporation in our example, the 
net operating loss carryover of X Corpo- 
ration would be reduced by 50%. 


Recapitalization 


At this point I believe I should give 
an example where there is no question 
but that the loss carryover is avail- 
able. A Corporation has outstanding 
only one class of stock, voting common 
stock. It is capitalized for $50,000. A 
Corporation desires to increase its 
capitalization and to declare a 3-for-l 
stock split. The corporation amends its 
charter, authorizes the issuance of the 
new shares of stock, and then transfers 
3 shares of stock to each shareholder in 
exchange for each share previously 
owned. This transaction constitutes a 
Clause-E recapitalization, not subject to 
Sections 382 or 269, and any unused net 
operating loss existing before the re- 
capitalization can be carried over and 
deducted against income realized after 
the recapitalization in accordance with 
Section 172 of the 1954 Code.§ 


Change of state 


Let me give another example involv- 
ing a factual situation which is quite 
common. X Corporation is incorporated 
under the laws of Delaware, although it 
carries on most of its business opera- 
tions in Texas. The stockholders of X 
Corporation decide it is advisable to 
operate as a Texas corporation. A Texas 
corporation is then organized and all the 
assets of the Delaware corporation are 
transferred to the Texas corporation. 
The stockholders of the Delaware corpo- 
ration surrender their stock in the 
Delaware corporation in exchange for 
stock in the Texas corporation, and the 
Delaware corporation is either dissolved 
or merged into the Texas corporation. 
The Texas corporation carries on the 
same business as previously conducted 
by the Delaware corporation, with the 
same shareholders. This transaction is a 
Clause-F reorganization, which is de- 
fined in Section 368 as a mere change 
in identity, form, or place of organiza- 
tion. Since this type of transaction in- 
volves no change in stock ownership, 
Section 382(b) requires no reduction in 
the amount of any net operating loss 


carryover, and Section 269 likewise 
presents no problem. I might also note 
that, unlike other types of taxfree trans- 
actions covered by Section 381, in a 
Clause-F reorganization any loss sus- 
tained after the reorganization is en- 
titled to the benefits of Section 172 re- 
lating to net operating loss carrybacks.® 
Further, in a Clause-F reorganization, 
that part of the taxable year before the 
reorganization and that part of the tax- 
able year after the reorganization con- 
stitutes but a single taxable year of the 
acquiring corporation in measuring the 
3-year period for loss carrybacks and the 
5-year period for loss carryovers.1° 


Purchase and merger 


My last example combines a purchase 
of stock in a loss corporation and a tax 
free merger. Let us assume that B pur- 
chases all the stock of X, a loss corpora- 
tion, on December 31, 1958. On July 1, 
1959, Y Corporation, all of the stock of 
which is also owned by B, is merged 
with X Corporation, with Y being the 
surviving corporation. After July 1, 
1959, the business previously carried on 
by X Corporation was abandoned. Is Y 
Corporation entitled to use the 1958 net 
operating loss of X Corporation to offset 
income earned after July 1, 1959? Sec- 
tion 382(b)(3) provides that the limita- 
tion set out in Section 382(b) shall not 
apply if the transferor corporation and 
the acquiring corporation are owned 
substantially by the same persons in the 
same proportions. Here, at the time of 
the merger, both X and Y Corporations 
were owned by the same persons in the 
same proportions. Thus, the limitation 
prescribed by Section 382(b) would not 
apply to the merger. The question then 
arises whether the condition set forth in 
Section 382(a) which requires a con- 
tinuation of substantially the same busi- 
ness applies. Neither the statute nor 
the committee reports state how long 
the loss corporation must continue in 
the same buiness. It is possible that the 
statute requires the continuation of the 
same business by the loss corporation at 
least for the entire period in which the 
loss carryover can be used. However, in 
any event, there seems to be little doubt 
that a discontinuance of the old busi- 
8 A loss sustained after the recapitalization could 
be carried back to offset income realized prior to 
the recapitalization. See Rev. Rul. 54-482. 
® The same rule applied under the 1939 Code. See 
Newmarket Manufacturing Company, (CCA-1, 
233 F.2d 493, 1956). 

10 If a reorganization qualifies as a Clause-F reor- 
ganization, the provisions of Section 381 which 
relate to Clause F reorganizations are to be ap- 
plied notwithstanding the fact that the reorgani- 


zation also qualifies under another provision of 
Section 368(a) (1). See Rev. Rul. 57-276. 
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ness within the short period of six 
months after a change in stock owner- 
ship would defeat the loss carryover in 
the assumed case. 


Conclusion 


In the above examples, I have sought 
to delineate some of the problems and 
some of the areas of controversy that 
exist today in the loss carryover field 
under the 1954 Code. These problems 
are difficult of solution, and account for 





*Dividends on common (to corporate 
owner) reduced earnings; payments on 
preferred (to individuals) not taxable. 
Taxpayer is an individual preferred 
stockholder of a corporation, the com- 
mon stock of which was owned prac- 
tically 100% by a corporation. In 1946 
a dividend on common stock [this would 
be practically taxfree to the corporate 
parent because of the 85% dividends re- 
ceived credit.—Ed.] had wiped out sur- 
plus which had never been rebuilt. 
However the corporate parent had, fol- 
lowing the receipt of the dividend, pur- 
chased additional common stock for. an 
equivalent amount of cash. The corpo- 
ration continued to pay dividends on 
the preferred. The Commissioner as- 
serts they are taxable in that the 1946 
transaction was a mere wash. The Tax 
Court holds for taxpayer. Though that 
common stock dividend might have con- 
it did reduce ac- 
cumulated earnings and profits to zero. 
Consequently the distributions on the 
preferred are not dividends for tax pur- 
poses. Lundeen, 33 TC No. 2. 


travened state law 


*Libson Shops denies loss carryover after 
change in ownership and operations 
[Old law] [Certiorari denied]. In 1953 
all the stock of taxpayer, a coal mining 
company, was sold and the new owners 
put it into the business of selling and 
delivering oil. The Commissioner denied 
the loss carryover on the ground that 
Section 129 applied. That provision of 
the old Code provided that, if a person 
acquired control of a corporation and 
the principal purpose of the acquisition 
was securing the benefit of a tax allow- 
ance which the acquiring person would 
not otherwise enjoy, then the deduction 
credit or benefit is not allowed. The 
district court held that Section 129 was 
inapplicable since the corporation tax- 


New corporate decisions this month 
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the fact that more than 5 years after the 
1954 Code was enacted into law, we 
still do not have even the proposed 
Regulations of the Treasury Depart- 
ment under Sections 381, 382, and 269. 
I truly hope that when these Regula- 
tions are issued some, if not all, of these 
matters are resolved so that we can 
then, with more assurance than is now 
possible, advise our clients as to the 
law in this complicated and confused 
area. be 


payer here already had the operating 
loss; it did not acquire it by the change 
in control. It denied the loss carryover 
under the rule of the Libson shops (353 
U.S. 382) which denied the carryover of 
the losses of several corporations, sus- 
tained prior to their merger with others, 
against the income of the merged corpo- 
ration on the ground that the income 
of the merged corporation was not pro- 
duced by substantially the same _busi- 
ness which sustained the losses. The 
Fifth Circuit said flatly that this case is 
an example of the kind of tax avoid- 
ance Section 129 was intended to curb 
and to permit it would be contrary to 
the intent of Congress and the rationale 
of the Libson case. The sole technical 
argument which the court advanced to 
support this conclusion was that the 
loss carryover allowance is a remedial 
Statue to be interpreted narrowly and 
“if, as we do not believe is the case, the 
transaction at issue here can be said to 
be within the letter of the statute, it is 
foreign to its spirit and its clearly ex- 
pressed overall purpose.” Mill Ridge 
Coal Co., cert. den., 10/12/59. 


*Proof of business need does not, by 
itself, negative Section 102 penalty. 
Taxpayer, an automobile dealer, having 
been notified of a proposed penalty for 
unreasonable accumulation of surplus, 
submitted a statement alleging that 
earnings had not accumulated 
beyond its reasonable business needs 


since it planned to modernize and ex- 


been 


pand. The Commissioner imposed the 
penalty and is upheld by the Tax Court. 
Under a 1955 amendment, the burden 
of proving absence of business need was 
shifted to the Commissioner when tax- 
payer filed the statement. However, the 
court points out that the ultimate bur- 
den rests on the taxpayer to rebut the 


presumption that one of the purposes 
of the accumulation was the avoidance 
of a dividend tax on the shareholders. 
Assuming that the taxpayer’s statement 
of business needs had not been rebutted 
by the Commissioner, still taxpayer here 
has not, the court holds, met that ulti- 
mate burden. Pelton Steel Casting Co. 
(28 TC 153, aff'd. 251 F.2d 278) held 
that proof of business need does not, in 
itself, establish absence of the con- 
demned purpose. There was no testi- 
mony here to negative the tax avoid- 
ance purpose. The court finds affirma- 
tive evidence of the condemned purpose 
in taxpayer's failure to pay dividends 
for twenty years, in its making unse- 
cured and interest-free loans to taxpay- 
er’s principal stockholder, in its failure 
to pay salaries to its officers-shareholders 
and in the unduly low rent paid to its 
stockholder for the use of his property. 
Young Motor Company, Inc., 32 TC No. 
131. 


*Section 45 does not permit allocation 
of assets. Taxpayer was controlling 
stockholder in a corporation which 
served as distributor for the Wellington 
Fund. He also owned most of the shares 
of another corporation which handled 
its distributions in the West. During 
examination of income tax returns of 
prior years, it has been agreed that the 
income of the Western distributor would 
be allocated, under Section 45, to the 
other distributor to clearly reflect in- 
come. The Western company was liqui- 
dated and taxpayer reported capital 
gain on the distribution. The Commis- 
sioner argued that the property so re- 
ceived belonged to the continuing dis- 
tributor and so represented a dividend 
from it to taxpayer. The Tax Court 
denies that such a determination is al- 
lowed under Section 45. That Section 
applies to income only. This extra- 
ordinary grant of power to the Com- 
missioner should not be broadened by 
interpretation. Morgan, 33 TC No. 4 


Delayed transfer by trustees is re- 
organization. In 1929, taxpayer's prede- 
cessor defaulted on $982,000 of bonds. 
After foreclosure proceedings, the bond- 
holders’ committee in 1935 bid the prop- 
erty in. Under a “liquidation trust agree- 
ment” approved by the Illinois Circuit 
Court, the property was transferred to 
trustees who stated their intention of 
liquidating the trust property as soon as 
feasible. The agreement provided that 
if not sooner terminated, the trust would 
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end in 1950. The trustees operated the 
property for 15 years and then trans- 
ferred it to the newly formed taxpayer 
corporation in exchange for taxpayer's 
stock. The government contended that 
this was not an insolvency reorganiza- 
tion carried out in steps. It maintained 
that liquidation was the primary aim of 
the parties and that taxpayer corpora- 
tion must use the fair market value at 
the date of the transfer as the basis of 
the property acquired. The court finds 
this to be a reorganization and taxpayer 
therefore acquires the basis of the prop- 
erty in the hands of the transferors. The 
interests of the original bondholders 
carried through from the time of their 
original deposit with the trustees to the 
final step of the formation of taxpayer. 
Pearson Hotel, Inc., DC Ill., 9/15/59. 


*kTax Court tests reasonableness of 
salary contract at payment; Regulations 
contra. In 1946, taxpayer, a closely held 
aircraft tool manufacturing corporation, 
entered into an employment contract 
with two of its officers who were also 
majority stockholders. The contract pro- 
vided for a fixed annual salary plus a 
percentage of taxpayer’s net profits. In 
the 1950’s the Korean War caused an 
extraordinary increase in taxpayer's 
profits and, in accordance with the con- 
tract, officer’s salaries jumped from $36,- 
000 in 1950 to $128,000 in 1952. The Tax 
Court notes that the increase in salaries 
was not entirely commensurate with the 
increased duties and responsibilities of 
the officers and disallows about $25,000 
as unreasonable. The taxpayer relied on 
the Regulations, which provide that con- 
tingent compensation pursuant to a con- 
tract made before the services are ren- 


dered should be allowed even though 
in actual working out it may prove to 
be greater than what would ordinarily 
be paid. To this the Tax Court replies 
that this provision should not be read 
out of context and that the Regulations 
transaction 


refer to an arm’s-length 


rather than one between shareholders 


their 
any event, the court finds that the Regu- 


and controlled corporation. In 
lation does not eliminate the reasonable- 
ness test, which must always be satisfied. 
Adams Tooling, Inc., 33 TC No. 9. 


Part of officers’ salaries disallowed as 
excessive and unreasonable. Salaries paid 
in 1951 to 1953 to the three 
stockholders of a corporation engaged 


officer- 


in the tool and die business consisted of 


a base salary plus a bonus geared to 
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profits. Two received a base salary of 
$24,000 and bonuses of $18,000 to $27,- 
000; the president received a base of 
$36,000 and bonuses of $28,000 to $41,- 
000. Although the court concludes the 
executives were thoroughly trained and 
experienced, possessed a high degree of 
intelligence and technical knowledge, 
worked skillfully and efficiently for long 
hours, rendered very valuable services, 
and were entitled to substantial compen- 
sation, it determines that a portion of 
the compensation actually paid was ex- 
cessive and unreasonable. A good deal 
of the profit was due to the Korean War 
rather than to the officers’ ability. 
Huckins Tool & Die, Inc., TCM 1959- 
190. 


Stockholder buy-out followed by re- 
demption was a partial liquidation. 
Taxpayer-corporation owned and op- 
erated both a linen supply and a 
laundry business. Its majority stock- 
holders wanted to sell their shares at a 
time when taxpayer needed additional 
capital. An outside firm offered to pur- 
chase taxpayer’s linen supply business 
for $2,000,000. It would not buy stock. 
A compromise arrangement was devised 
the purchaser first ad- 
vanced $800,000 to taxpayer in return 
for its debenture bond, then purchased 
shares from taxpayer’s shareholders for 
$1,200,000 in cash and the debenture 
bond, and finally, surrendered the shares 
to taxpayer in exchange for the linen 


under which 


supply assets. Taxpayer continued to 
operate the laundry. The Commissioner 
contended that there was a sale of tax- 
payer’s assets and taxed the gain. The 
Tax Court decides that there was a par- 
tial liquidation of taxpayer and _ there- 
fore no gain is recognized. The court 
finds that the main purpose of this 
transaction was the buy-out of taxpayer's 
shareholders and not a sale of its assets. 
The court deems significant the fact 
that none of the money paid by the pur- 
chaser was retained by taxpayer. Stand- 
ard Linen Service, Inc., 33 TC No. 1. 


Capital gain on liquidation of Welling- 
ton Fund’s corporate investment advisor. 
Taxpayer and his wife owned practically 
all the shares of the company providing 
investment advisory services to the Well- 
ington Fund and of the company acting 
as the Fund’s distributor. In accordance 
with the general trend in the industry, 
it was decided to combine these two 
functions into one company to achieve 


more stable income. Accordingly, the 


advisory corporation sold its tangible 
assets to the sales firm and liquidated. 
Taxpayer received distributions in liqui- 
dation of about $200,000 and reported 
the excess over his $2,000 basis as capi- 
tal gain. The Commissioner argued that 
the transaction was an exchange, that 
boot was received and that it had the 
same effect as a taxable dividend. The 
Court finds for the taxpayer. Having 
lost its business, the liquidation of the 
investment firm was reasonable business 
procedure. Moreover the language of 
the exchange provision of the Code does 
not fit this transaction. Morgan, 33 TC 
No. 4. 


Sale of stock, incident to corporate con- 
traction, not a dividend. Taxpayer was 
the controlling stockholder of a corpo- 
ration which decided to discontinue one 
of its two lines of business. A prospec- 
tive purchaser agreed to first buy out 
several of the minority shareholders and 
the corporation was then to redeem the 
stock so acquired by turning over one 
of the businesses. Because the shares held 
by the selling minority shareholders did 
not total to the agreed-upon price for 
the business, taxpayer sold about 2000 
shares to his son, who in turn sold them 
to the purchaser of the assets. Actually 
his son paid taxpayer out of the pro- 
ceeds of the second sale. The Commis- 
sioner treated taxpayer’s sale as a re- 
demption equivalent to a dividend. The 
court finds there was a bona fide sale by 
taxpayer and not a dividend. Even if 
the court 
would refuse to find it equivalent to a 
The facts show 
Linen 


there were a redemption, 


it was not. 


os 2G 


dividend. 
Standard Service, Inc., 
No gain recognized on sale of emer- 
gency facility during 12-month liquida- 
tion. The Code permits a taxpayer to 
amortize emergency facilities by deduc- 
tions over a 60-month period. In case of 
a Sale of such facilities it provides that, 
to the extent the adjusted basis is less 
than it would have been if only depre- 
ciation deductions had been taken, any 
gain is ordinary income. The Service 
here considers the case of a sale of such 
property by a corporation which had 
elected to liquidate within 12 months 
under Section 337. That section excludes 
from tax gain on the sale of corporate 
property during that period. The Service 
holds there will be no recognition of 
any gain even on emergency facilities 
since the facility qualifies as property 
under that section. Rev. Rul. 59-308. 
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CORPORATE & PERSONAL PROBLEMS IN 


Taxation of compensation 


EDITED BY JOHN P. ALLISON, LL.B: 





How the new 10% employees’ contributions 


rule increases benefits in profit plans 


by HAROLD W. CHATTERTON 


Every existing pension and profit-sharing plan, especially those in small, closely 


controlled companies, should be reviewed now in the light of the Treasury’s new 


, 


rule allowing employees 


contributions up to 10% of compensation. Mr. Chatter- 


ton explains this new ruling and shows how it can give executives, in effect, a tax 


sheltered trust for personal investments. 


TS OWNERS and executives of smaller 
businesses, especially those that are 
closely held, are often interested in the 
use of qualified pension and profit shar- 
ing plans as a part of their personal 
financial planning. Now the IRS has 
opened the door to the tax-exempt trust 
just a little wider by ruling (Rev. Rul. 
59-185) that a qualified pension, profit- 
sharing or stock bonus plan may pro- 
vide for voluntary contributions by em- 
ployees of up to ten percent of their 
compensation. 

The significance of Rev. Rul. 59-185 
rests on the value to an employee of 
being able to defer income tax on the 
earnings of his investments. Employee 
contributions to the trust are not de- 
ductible and the death benefits under 
a qualified plan which are attributable 
to employee contributions are not ex- 
empt from Federal estate tax, as are the 
benefits from the employer contributions 
(IRC Section 2039(c)). 

With the issuance of Rev. Rul. 59-185 
a new avenue of utilization of qualified 
plans by owners and executives of small 
corporations appears to have’ been 
paved. This ruling as summarized states 
“An employees’ pension, profit-sharing, 
or stock bonus plan will not fail to meet 
the requirements of Section 401(a) of the 
Internal Revenue Code merely because 
it provides for voluntary contributions 
by employees of up to ten per cent of 
their compensation, provided employer 
contributions or the benefits are not 
geared to employee contributions.” 

It should be noted that the ruling 
applies exclusively to voluntary contri- 


butions. It does not revoke the rule now 
in effect for situations where the em- 
ployer contributions are geared to op- 
tional employee contributions or where 
employee contributions are mandatory. 
In the former instance such optional 
employee contributions may not ordin- 
arily exceed six per cent of compensa- 
tion. In the case of mandatory employee 
contributions, they likewise may not 
ordinarily exceed six per cent of com- 
pensation. (Rev. Rul. 57-163, Part 4(g)). 


Planning under 59-185 

An example of a plan employing all 
the above-mentioned facets of employee 
contributions is a Treasury-approved 
plan recently established on the West 
Coast. 

The plan contains the following rules: 

1. All eligible employees are required 
to contribute one-half of one percent 
of compensation. 

2. All such employees may contribute 
an additional 414% of compensation 
and allocations of employer contribu- 
tions (after the integration limit with 
Social Security is reached) are geared to 
these optional contributions. 

3. In addition, all such employees may 
contribute still another 5% of compen- 
sation so as to bring their total contribu- 
tion up to 10% of compensation. How- 
ever, in deference to Rev. Rul. 59-185, 
this last 5% is a pure savings feature and 
has no effect on the allocations of em- 
ployer contributions. 

Employee contributions, once thought 
to be almost exclusively in the province 
of pension plans, appear to be de- 
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veloping increasing popularity in profit 
sharing plans, and this latest ruling cer- 
tainly will do nothing to stem the tide. 
Many employers feel that greater em- 
ployee interest in their plan is generated 
when the employees have some of their 
own money in it, and the more money 
involved the more interesting it be- 
comes. 

Most efficient profit sharing plans for 
smaller businesses already provide the 
maximum permissible allocations of em- 
ployer contributions to the owner-man- 
agement group without violating the 
anti-discrimination requirements of the 
statute. Any further advantage of this 
tax-exempt fund can be obtained only 
from the executive’s own contributions. 

Until the issuance of this latest rul- 
ing a plan could not safely provide for 
employee contributions beyond six per 
cent of compensation. Now, a $30,000 a 
year executive can invest $3,000 annually 
in the tax-free trust. No longer must he 
rely on tax-exempt municipals to pro- 
vide a reasonable after-tax return on his 
investment. To be sure, the increment 
will be taxable upon eventual distribu- 
tion, but possibly as capital gains. 


Earmarked investments 

However, the executive may not be 
content with the earnings record of the 
trust and may have other investments 
in which he would prefer to place his 
funds. We are then reminded that a 
qualified profit sharing plan (but not a 
pension plan) may provide for ear- 
marked investments. (Rev. Rul. 57-163, 
Part 5 (p)). 

In such event, all participants must 
have the right to direct the trustees to 
select the type of investment with re- 
spect to their individual shares of the 
trust. So, if we give the executive the 
right to select his own investments, we 
must give the same right to the other 
participants. Of course, uniform rules 
can be promulgated restricting the type 
and frequency of such investments, so as 
to not unduly burden the trustees with 
details. The earmarked investment fea- 
ture can be made to apply solely to 
shares represented by employee contri- 





[Mr. Chatterton is a member of the 
firm of Maier and Chatterton, Certified 
Public Accountants, in Portland, Ore- 
gon. A former Internal Revenue Agent, 
Mr. Chatterton was for several years 
responsible for the preparation of all 
determination letters for plans estab- 
lished in Oregon.] 
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butions. (However, there are tremendous 
possiblities for the use of earmarked 
investments of employee shares in the 
trust derived from the employer con- 
tributions which are not within the 
scope of this article.) 

Moreover, a separate trust could be 
formed solely to handle employee con- 
tributions. Indeed, a separate trust for 
each employee’s contributions could be 
used. Of that event, each 
employee would have to agree to have 
his trust pay its own accounting and ad- 
ministrative costs out of its own earn- 
ings. There would be no need, however, 
to have trusts for those em- 
ployees who would prefer to be in the 
large main trust and share in its group 
investments. This would probably effec- 
the need for separate 
executives and shareholder- 

The direct tax ad- 
vantage of multiple trusts is that each 
a $1,000 annual ex- 
emption to be used if it had unrelated 
business income. Thus, an employee 
could theoretically use all or part of 
his 10% contribution to operate a busi- 


course, in 


separate 


tively restrict 
trusts to 
employees. only 


trust would have 


ness and have $1,000 each year of the 
business income exempt from tax. 


890 trusts used 


The Internal Revenue Code specific- 
ally authorizes the use of several trusts 
as part of a single pension or profit 
sharing plan (IRC Section 401(a)(3)). 
Probably the only occasion on which 
the issue of multiple trusts v. a single 
trust reached the courts was in the 
famous Lincoln Electric case (190 F.2d 
326). There the trustee contended that 
if the trust(s) was not exempt under 
section 401(a), then there were actually 
890 separate trusts for the employee- 
beneficiaries (and hence presumably the 
regular trust exemption of $100 was 
available, multiplied 890 times). The 
Tax Court held that it was the inten- 
tion of the grantor to create a single 
trust and ruled against the taxpayer. 
However, it apparently would not be 
difficult to intent to 
create separate trusts at the time of their 
creation. On appeal the Lincoln trust 
was ruled exempt and the alternative 
issue of multiple trusts censequently 
was not ruled upon by the court. 


establish an 


Choosing investments 


An executive should choose carefully 
the type of investments to be purchased 
through the tax-deferred pension or 
profit sharing trust. Generally, short- 
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REVENUE RULING 58-185 CONTINUES TRERY L 


REVENUE RULINGS in the area of 
qualified plans are always of special 
significance. Few taxpayers are will- 
ing to risk attempting to set up a 
qualified plan without advance Treas- 
ury Department blessing. There is 
too much at stake. The memory of 
the Mississippi River Fuel Corpora- 
tion case (266 F.2d 190, CA-8, 1959, 
cert. den. Oct. 1959), where the tax- 
payer lost $300,000 in income tax de- 
ductions for contributions to its plan 
because minor changes necessary to 
obtain Treasury approval were never 
made, is very fresh. Few businesses 
could risk setting up a plan unless 
they were certain that the tax de- 
ductions would be available. 

Under a qualified plan, of course, 
the employer may deduct contribu- 
tions to a trust (IRC Section 404(a)), 
and the earnings of the trust are ex- 
empt from income tax (IRC Section 
501(a)). The tax to the employees on 
this compensation is deferred until 
actual distribution. If the total pay- 
able to an employee is paid within 
one year by reason of separation from 
the service of the employer (includ- 
ing death) or by reason of death 
after separation from service, the 
excess over his own contributions is 
taxable as a long-term capital gain 
(IRC Section 402(a)(2)). 
at any other time is taxable as ordin- 
ary income under the annuity rule 
(IRC Section 402(a)(1),Section 72). 
Usually such ordinary-income distri- 
butions occur when the employee can 


Payment 


take advantage of the retirement-in- 
come provision of the Code (IRC Sec- 
tion 37) and generally fall into lower 
tax brackets. 

With these substantial benefits at 
stake few businesses will act without 
an advance ruling from the Treasury 
and there have been relatively few 
court decisions in this area. As a re- 
sult, for precedent, taxpayers must 
rely almost entirely on the over 
50,000 rulings and determination 
letters which have been issued on in- 
dividual plans. 

The problem that is generally the 
thorniest for small businesses attempt- 
ing to set up qualified plans is that 
of “discrimination.” The Internal 
Revenue Code states that a qualified 
plan must not discriminate, either in 
its contributions or benefits, in favor 
of employees who are officers, share- 
holders, persons whose principal 
duties consist in supervising the work 
of other employees, or highly com- 
pensated employees (IRC Section 
401(a)(4)). The IRS strictly enforces 
this provision in issuing its advance 
determination letters. What kind of 
provision is or is not inherently dis- 
criminatory is sometimes very diffi- 
cult to determine. 

Consequently, the policy of the IRS 
in making decisions in advance 
through its determination letters by 
the local District Directors is of in- 
calculable value. Although, theoretic- 
ally an IRS ruling or determination 
letter could be retroactively revoked, 
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term high-income securities are to be 
preferred over long-term growth invest- 
ments. The reason for this is that long- 
term growth investments have their own 
built-in tax deferment feature. If bought 
through the profit sharing trust, the em- 
ployee would have to pay tax on the 
growth upon distribution of such securi- 
ties to him from the trust (possibly as 
capital gains). On the other hand, there 
is real advantage in deferring tax on 
high-income, short-term investments, 
which have no such built-in tax deferral 
feature. Investments for short-term capi- 
tal gains, normally avoided by the high- 
bracket taxpayer, would be highly de- 
sirable in the tax-sheltered trust. Some 
real estate investments would be ideal. 

An investment in a unique category 


would be employer securities. An em- 
ployee would not be taxed on the 
growth of such securities, even upon 
distribution from the trust. (IRC Sec- 
tion 402(a)). In the case of employer 
securities, the only difference in buying 
directly or buying through the trust 
would be that the tax on dividends 
would be deferred via the trust route. 
The term securities here means only 
shares of stock and bonds or debentures 
issued by a corporation with interest 
coupons or in registered form, or of 
certain affiliated corporations (IRC Sec- 
tion 402(a)(3)). 


Easy withdrawal 


The thought may occur that an ex- 
ecutive would be unduly tying up his 
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there is no case on record (to the 
author’s knowledge) where this has 
been done and upheld by the courts, 
provided that all information has 
been properly presented in the re- 
quest for the ruling or determination. 

Rev. Rul. 59-185 is a part of a 
liberal trend by the IRS. This trend 
has been of especial benefit to small, 
closely-held corporations. The liberal 
trend of the IRS had its beginnings 
in 1950 with the revocation of the 
30% rule (IT4020, 1950-2 CB 61) fol- 
lowing the Volckening (13 TC 723, 
1949) decision. The 30% rule had 
limited annual contributions required 
to provide benefits for employee- 
shareholders who owned individually 
10% or more of the voting stock of 
a corporation, to 30% of the total 
contributions to the plan. Since then 
District Directors have been known 
to approve plans in which up to 
100% of the contributions inured to 
the benefit of a sole stockholder-em- 
ployee. 

On the integration question, too, 
the IRS has been quite liberal. The . 
basic rule is that employer contribu- 
tions may be less for compensation 
which also qualifies for social security 
coverage than for compensation 
above that level. However, combined 
benefits recoverable under social se- 
curity and the qualified plan must 
not represent a larger proportion of 
compensation in the case of the high- 
ly compensated. 

In 1951 the IRS ruled (Mimeo 


6641, 1951-1 CB, 41) that profit shar- 
ing plans could integrate with Social 
Security by considering Social Secur- 
ity benefits tantamount to profit shar- 
ing contributions equal to 934% of 
annual compensation up to $3,600. 
This was later raised to $4,200 (Rev. 
Rul. 56-692), proposed rules would 
bring it to the present $4.800 base. 
This was quite generous since the 
employers were contributing only 
214% under Social Security. 

In 1956 the IRS ruled that profit 
sharing plans need no longer contain 
a definite predetermined formula for 
making contributions. (Rev. Rul. 56- 
366). In 1958 the rules for capital 
gains treatment of lump sum distri- 
butions from employees’ trusts upon 
certain corporate mergers and dis- 
solutions were liberalized (Rev. Rul. 
58-94, 95, 96, 97, 98). 

These are but a few examples il- 
lustrating this trend. As it has be- 
come gradually easier for a small 
business to set up a qualified plan 
for its shareholder-employees, execu- 
tives and other employees, there has 
been a corresponding growth in the 
number of plans in operation, and 
a decrease in the average number of 
employees per plan. According to 
statistics released by the IRS there are 
now over 50,000 qualified plans in 
operation, covering an average of 
13,200 employees each. Compare this 
to the first two quarters of 1959 when 
the IRS approved 3,766 plans with 
an average of only 76 employees each. 








funds by investing 109% of his compen- 
sation in the trust. An emergency or an 
opportunity might arise in a few years 
where he would like to get his hands 
on these funds. This problem could be 
met if the trust agreement provided that 
employees could withdraw, upon rea- 
sonable notice, any portion of their own 
contributions which had been in the 
fund at least two years. The two-year 
requirement is suggested by the IRS rule 
that funds under a qualified profit shar- 
ing plan must be accumulated for at 
least two years (or some stated age or 
prior occurrence of some event) (Rev. 
Rul. 54-231). However, there is some 
doubt as to whether the two-year rule 
does apply to employee contributions. 
The answer to this question, and other 


questions pertaining to qualified plans, 
may be best obtained by submitting for 
approval an actual plan containing a 
provision permitting unlimited with- 
drawal of employee contributions. In 
any event, this withdrawal option prob- 
ably should be made to apply solely to 
the employee contributions and not to 
the earnings thereon, to avoid any im- 
mediate automatic tax on the right to 
withdraw the earnings on the theory 
that they were “made available” (Rev. 
Rul. 55-423). 

The IRS has ruled that a qualified 
pension plan cannot permit withdrawal 
of employee contributions prior to sever- 
ence of employment (Rev. Rul. 56-693). 
Qualified stock bonus plans may permit 
voluntary employee contributions. Pre- 
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sumably, such contributions would be 
accumulated toward the purchase of em- 
ployer securities, but at such time as the 
employer securities were not available, 
other investments would be made. The 
rules for stock bonus plans are similar 
to those for profit-sharing plans, so em- 
ployee contributions could be withdrawn 
at any time, possibly subject to the 
aforementioned two-year rule. 

Another means of providing ready 
access to an employee of his own con- 
tributions to the trust is to permit him 
to borrow them back. The principal ad- 
vantage of this would be the preserva- 
tion of the continuity of the employee 
investment in the trust. This is the same 
principle used by savings and loan as- 
sociations when they urge depositors to 
borrow on their own savings so as not to 
lose the interest earnings for an entire 
period. 


Cumulating contributions 


Possibly it would be advantageous to 
have a cumulative feature for employee 
contributions to the trust. Thus, an em- 
ployee would be permitted to contribute 
a sum so that his aggregate contribu- 
tion could reach an amount not in 
excess of 10% of his aggregate compen- 
sation during the years he .has been 
eligible to participate in the plan. If 
he contributed nothing for four years, 
the fifth year he could contribute 50% 
of his compensation, assuming a con- 
stant compensation figure. This does not 
appear to be in conflict with the theory 
expressed in Rev. Rul. 59-185. The rul- 
ing points out that the tax advantages 
provided under a qualified employees’ 
plan were not intended by Congress to 
be extended to unlimited contributions 
by employees which are made primarily 
to escape tax on the increments there- 
on. However, where the purpose of such 
a feature in a plan is to encourage sav- 
ings by participants, the Internal Rev- 
enue Service permits employee contribu- 
tions to such plans provided the contri- 
butions are kept within reasonable 
bounds. In this respect, employee con- 
tributions are deemed to be reasonable 
where they are not in excess of ten per 
cent of compensation. Of course, the 
additional contributions voluntarily con- 
tributed by the employees must be used 
only for the purpose of providing bene- 
fits to the individual contributor in 
addition to the benefits to be provided 
by the employer contribution. 

It behooves every employer with an 
existing pension, profit sharing, or stock 
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bonus plan (or even a non-trusted an- 
nuity plan) as well as every employer 
considering the installation of such a 
plan, to give serious thought to giving 
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his employees easy access to a tax-shel- 
tered trust for their personal invest- 
ments. The day may come when non- 
contributory plans are obsolete. w 


Should small companies be enabled to 


adopt stock-option compensation plans? 


ae OUT THAT because of the 
stringent valuation rules, unlisted 
smaller and closely held companies 


(whose shares are not publicly traded) 
have not been able to adopt stock option 
plans, Professor Erwin N. Griswold of 
Harvard Law School told the Ways and 
Means Committee hearings on tax re- 
form currently in Washington that the 
actual operation of the stock-option pro- 
visions of the Code should be studied, 
particularly whether they do serve as an 
important incentive. “It, is in small and 
closely held companies” Professor Gris- 
wold said, “that the stock option device 
may have its clearest justification. It is 
in such companies, perhaps, in need of 
better management, that an outsider can 
be brought in and given the real incen- 
tive through a stock option of sharing 
in the improvement of the company. 
It is in such companies, too, that the 
efforts of an individual can have some 
impact on the value of the stock. 

“Yet, it is in just these smaller com- 
panies that the determination of the 
fair market value of the stock at any 
particular date is most difficult and un- 
certain. The Treasury has recently ruled, 
and quite properly, that it will not un- 
dertake to fix the of stock in 
order that a stock option may qualify 
as a restricted stock option. Rev. Rul. 
59-243, published in the Internal Rev- 
enue Bulletin for July 20, 1959, page 
11. [See “New ruling jeopardizes many 
stock-option plans; IRS view on valua- 
tion unsound,” by Stanley C. Springer, 
11 JTAX 214, Oct. 1959.—Ed.] For this 
reason, it is extremely difficult to use 


value 


stock options in the case of a closely 
held company. If the stock goes up in 
value, the employee is always subject 
to the risk that it will be eventually de- 
termined that the of his stock 
when the option was granted‘was higher 
than was then contemplated, with the 
result that the option price is outside 
the charmed circles of 85 or 95%. 
“On the other hand, in the case of 
a publicly held company, whose stock is 
listed on the big board, there is no such 


value 


problem. The fair market value of the 
stock can always be determined with 
considerable accuracy, from day to day. 
As a result, it would appear that stock 
options are most widely used with re- 
spect to employees of such publicly held 
companies. Yet, these are the very com- 
panies where the use of stock options 
is least justified, where the contribution 
of any individual employee has much 
less to do with the value of the stock 
than do general market conditions, and 
where the option benefit is most clearly 
a form of compensation.” Professor Gris- 
wold entitled his comments “The Mys- 
terious Stock Option” and urged that 
Congress restudy the policy underlying 
Section 421 and that it study exactly 
how the program is working out. He 
felt that in the absence of rules against 
among employees the 
benefits should be carefully restricted. 
He noted that even the rules requiring 
a continuing interest in the employer 
are not strong. “The benefits cannot be 
obtained unless the stock is held until 
at least 2 years after the date the option 
was granted, and for at least 6 months 
after the option was exercised. 


discrimination 


“These time limits were obviously de- 
that the 
would have some stake as a shareholder 
for at least an appreciable period of 
there is often a 
around requirements of this sort, and 


signed to insure employee 


time. However, way 
there appears to be one in this case. 
The Treasury has recently ruled (Rev. 
Rul. 59-242, published in the Internal 
Revenue Bulletin for July 20, 1959, p. 
13), that a person who has exercised a 
stock option may purchase a “put’— 
that is, a right to sell the stock at a 
fixed price at a future date—and that 
this purchase of a “put” will not con- 
stitute a disposition of stock he has ac- 
quired on his option. Thus, at rela- 
tively small expense, he may in many 
cases completely hedge his position, and 
assure himself that he will not suffer 
from future declines. 

“There is no thought of criticism of 
the Treasury Department in the refer- 


ence to this ruling. It is difficult to see 
how they could have come to any other 
conclusion as the statute is now worded. 
The ruling does show, though, that an 
employee may effectively get the benefit 
of a stock option, without taking any 
risk after he has purchased the stock 
at a specially favorable price.” 

“The incentive involved in stock op- 
tion” Professor Griswold concluded, 
“tends to be very uncertain and hap- 
hazard. If we are really seeking to pro- 
vide incentive, it would seem that there 
are at least two things that we might 
do: (1) We might learn a lot more about 
what really are the incentives which lead 
people to engage in productive and 
useful work, and (2) we might find a 
tax device which would provide finan- 
cial incentive in a far less discrimina- 
tory and haphazard form.” 


Seligman defends options 


Taking the view that stock options 
have provided a strong incentive, Joseph 
L. Seligman, San Francisco attorney, 
urged that the law be changed to make 
them useable by smaller corporations. 
“The restricted-stock-option concept” 
Mr. Seligman said, “has proven to be a 
very desirable addition to our tax struc- 
ture. Since it does not cause a net loss 
of revenue, Section 421 should be re- 
tained. The widespread acceptance of 
these plans by the overwhelming ma- 
jority of informed stockholders attests 
to their social desirability. I would sug- 
gest that the corporate stockholders have 
the self-interest and the power to insure 
that individual gain is kept commen- 
surate with corporate benefit; that stock- 
holder restraint is more consistent with 
our way of life than Government re- 
straint. Because it is difficult, if not im- 
possible, to determine with assurance 
the fair market value of unlisted and 
untraded securities, a with 
closely held stock cannot safely use a 
restricted stock option program. This is 
unfortunate, for it would be very much 
in our national interest if these com- 
panies could safely use restricted stock 
options. I therefore urge this commit- 
tee to develop some appropriate method 


com pany 


or formula by which to determine the 
market value of untraded stock for pur- 
poses of Section 421 so that such com- 
panies could fix an option price that 
would qualify under the restricted stock 
option rules and would, in the absence 
of bad faith, be immune from subse- 
quent attack by the Internal Revenue 
Service based on hindsight. w 
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New decisions 





*Widow’s pension not income in re- 
spect of a decedent. Taxpayer was the 
widow of an employee of Shell Oil who 
had resided abroad for part of his period 
of employment. Upon retirement, he 
had elected to receive a reduced pen- 
sion wih survivorship benefits for his 
wife. His widow now contended that 
the survivorship pension she received 
was income in respect of a decedent and 
retained the character of tax-exempt in- 
come to the extent it was attributable 
to a period of foreign residence. The 
court ‘holds, however, that the survivor 
annuity was not income in respect of a 
decedent because it was not an item of 
income which the decedent himself 
would have received. By taking the re- 
duced pension he forfeited his rights in 
the survivor’s portion. [Under the 1954 
Code the survivor would, however, get 
an income tax deduction under Section 
69l(c) for the estate tax value of the 
survivor's annuity.—Ed.] Lacomble, DC 
Calif., 10/2/59. 


Sick pay excludable income when re- 
ceived. A Federal employee reporting on 
a cash basis treats ‘“‘sick pay” as ex- 
cludable income of the year the wages 
are received, even though the absence 
due to sickness occurred in the preced- 
ing year. Rev. Rul. 59-323. 


Employer's contribution to plan may be 
refundable on disqualification. A provi- 
sion in a newly established employees 
plan calling for the return of the em- 
ployer’s contribution in the event the 
plan should fail to qualify will not of 
itself prevent qualification. Rev. Rul. 
59-309. 


Distribution from discontinued pension 
plan was ordinary income; employment 
continued. Taxpayer was an officer-sales- 
man of a corporation and a participant 
in its pension plan. In 1952, the corpo- 
ration decided to go out of business, to 
discontinue its pension plan and to 
confine itself to investment. Taxpayer 
received as a distribution from the pen- 
sion plan an annuity policy which he 
the same year for some 
$25,000. The Tax Court finds this to be 
ordinary treat- 
ment is permitted only if taxpayer's full 
share is distributed within one taxable 


redeemed in 


income. Capital gain 


year and there is complete termination 


of the employment relationship. Al- 
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though this taxpayer ceased to be a sales- 
man, he continued as an officer-employee 
of the corporation. Rieben Estate, 32 
TC No. 116. 


Salary payments to widow of officer de- 
ductible [Acquiescence]. Voluntary pay- 
ments were made by a bus company to 
its past president’s widow (neither he 
nor she were stockholders) in the total 
amount of some $90,000 over the period 
1938-1948. The Commissioner allowed 
the deduction $7,500 a year) through 
1943; at issue here is the disallowance 
1944 and later years. The court 
found the payments to be deductible as 
an ordinary and necessary business ex- 
pense, even though the payments may 
have been gratuitous and not in the na- 
ture of additional compensation. One 
dissent on the ground that the payments 
previously allowed were generous; by 
this time the payments should be recog- 
nized as gifts by the corporation. Fifth 
Ave. Coach Lines, Inc., 31 TC 1980, 
IRB 1959-36. 


for 


ac qs 


Payment to deceased officer’s widow is 
a gift. Taxpayer’s deceased husband had 
been an officer of a corporation for 35 
years. At his death in 1951, “in grate- 
ful recognition of untiring efforts and 
exceptional services,” the corporation 
paid the taxpayer $18,000, the deceased 
officer’s salary for the balance of 195] 
and all of 1952. Neither the taxpayer 
nor her husband were ever stockholders, 
and there was no agreement obligating 
the corporation to make this payment. 
Taxpayer’s husband had received full 
compensation during his lifetime and 
had no further claims against the corpo- 
ration. There was no evidence of any 
previous pattern or policy of the corpo- 
ration for such payments. The court 
holds that the payment to taxpayer was 
a gift and not taxable. The entire legal 
obligation of the corporation for the 
services of taxpayer’s husband had been 
fully discharged before his death. Green- 
berg, DC Neb., 9/18/59. 


N. Y. State legislative employees qualify 
for sick pay exclusion. Payments to a 
legislative employee of the New York 
State during periods of 
absence from work on account of per- 
sonal injury or sickness qualify as sick 
pay even though there are no formal 
rules regarding such payments. Legis- 
lative employees are not covered by the 
Civil Service rules which do provide 
for sick pay. However, the IRS rules 


Legislature 


January 1960 


that the custom and tradition of  pay- 
ing sick leave to legislative employees is 
so well established that it is in fact a 
plan. Rev. Rul. 59-265. 


Disability payments to Hawaiian police 
and firemen excludable. Pensions re- 
ceived by retired police and firemen of 
Honolulu, and by retired members of 
any county of Hawaii for disability 
incurred in the line of duty meet the 
Code tests for disability pay and are 
excludable from the recipient's gross in- 
come. Rev. Rul. 59-269. 


Homework during summer vacation 
does not qualify teacher for sick pay ex- 
clusion. Taxpayer, a N.Y.C. high school 
teacher, received 1/12 of his annual 
salary each month. At the request of his 
principal, taxpayer agreed to revise 
lesson plans and review certain text 
books during his summer vacation. After 
working on these projects for 3 days, 
taxpayer became seriously ill and re- 
mained incapacitated for the balance 
of the vacation period. The Code allows 
an employee to exclude wages received 
while absent from work because of per- 
sonal injuries or sickness. The Regula- 
tions interpret “absent from work’ to 
mean a period during which the em- 
ployee would be at work were it not 
for the sickness. Taxpayer claims a sick 
pay exclusion and argues that he would 
have been at work with his projects if 
not for his incapacity. The Tax Court 


disagrees. Taxpayer was not required to 
undertake the special projects and 
would have received his monthly pay 
in any event. Accordingly, says the 
court, taxpayer was not at work for pur- 
poses of sick pay exclusion. Also, the 
fact that taxpayer was not charged with 
sick leave, indicates that his employer 
did not consider him to be at work. 
Weinroth, 33 TC No. 7. 


Option on stock coupled with other in- 
terest does not qualify. An option con- 
tract to purchase stock of an employer 
corporation was combined with a bene- 
ficial interest in a trust (created by the 
employer corporation and a_ former 
wholly-owned subsidiary to insure con- 
tinuance of ownership of both corpora- 
tions by the same interests). The option 
cannot qualify, the IRS rules, as a 
restricted stock option. The option is 
not limited to the employer's stock, as 
required by statute, since it can only be 
exercised with respect to a combined 
property interest. Rev. Rul. 59-297. 


Purchase of put not a disposition. The 
purchase of an option to sell stock re- 
ceived by exercising a restricted stock 
option does not in and of itself con- 
stitute a disposition of the option stock 
which would, if done at certain times, 
foreclose the benefits of the restricted 
stock option provision. However, a 
disposition is deemed to occur when 
the put is exercised. Rev. Rul. 59-242. 


New foreign decisions this month 





*Incidental purchases outside Western 
Hemisphere won’t disqualify a WHTC. 
A Western Hemisphere Trade corpora- 
tion is defined in the Code as a corpora- 
tion all of whose business, except in- 
cidental purchases, is done in the West- 
ern Hemisphere. Purchases of hydro- 
electric equipment, supplies and serv- 
ices from European markets by a West- 
ern Hemisphere trade corporation in 
connection with the construction of a 
hydro-electric development project in 
South America constitute unusual or 
non-recurring purchases the IRS rules. 
As such they are presumed to be inci- 
dental purchases regardless of amount 
and won't disqualify the taxpayer. The 
IRS rules that purchases outside the 
Western Hemisphere which do not ex- 
ceed in total 5% of corporate gross re- 
ceipts are considered minor in relation 
to the entire business of the taxpayer 


and will also be treated as non-disquali- 
fying incidental purchases. Rev. Rul. 
59-356. 


Alien beneficiary taxable on trust’s U.S. 
bank interest. Section 861 exempts from 
U. S. tax interest earned by nonresident 
aliens, not engaged in business here, on 
bank deposits in the U. S. Where such 
interest is received by a nonresident 
alien from a domestic trust as bene- 
ficiary, the exemption doesn’t apply 
(since a trust beneficiary is not the de- 
positor of trust funds) and such interest 
constitutes income from U. S. sources 
subject to withholding. However, to the 
extent the nonresident alien is treated as 
owner of any portion of the trust, the 
interest earned by the trust in U. S. 
bank deposits is deemed to be his own, 
and does come within the exemption. 
Rev. Rul. 59-245. 
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NEW DEVELOPMENTS IN 


Taxation of farmers 


EDITED BY JACK R. MILLER 





New study shows farmers do 


report most of their income 


A NEW STUDY Comparing Department of 
Agriculture farm income reports and 
income tax Statistics casts doubt on the 
validity of the idea that farmers have, 
aS a group, grossly under-reported their 
income. Previous studies had tended to 
support this idea.1 Only recently, Pro- 
fessor Harold M. Groves ran a compari- 
son of farm income reported on a selec- 
tion of Wisconsin state income tax re- 
turns with income information for the 
same farmers obtained from interviews 
and other sources.? His finding was that 
there had 
statement of farm income—although not 


been a substantial under- 
as great as older studies had indicated.* 
However a examination of the 
figures has convinced two economists 
that if allowance is made for the special 
tax treatment given some categories of 
farm income, it can be shown that about 
86% of gross farm income is reported 
Frederick D. Stocker 
and John C. Ellickson, economists with 
the Farm Economics Research Division 
of the U. S. Department of Agriculture, 
reported their findings in the June 1959 
issue of the National Tax Journal. They 
note that since 1939, although the total 
number of declined, the 
number of farmers who are subject to in- 
Farm 
income has increased enormously since 
1939 and during this period farm gross 
receipts reported on tax returns have 
1939, business _re- 
ceipts reported on income-tax returns 
$2.0 billion, or less 
than one-fourth of the U. S. Department 
of Agriculture (USDA) estimate of cash 
receipts from marketings of farm prod- 
ucts (Table I). By 1955, this total had 
$25.8 billion, a figure that 
compares rather closely with the cor- 
USDA estimate of $29.8 
Thus, on the face of the mat- 
ter, it would appear that the reported 
portion of the total received by farmers 
has increased remarkably and that the 
proportion now approaches 90% 


new 


for tax purposes. 


farmers has 
come taxes has increased steadily. 
farm 


increased. In 


amounted to only 


grown to 


responding 
billion. 


The obvious objection to such a com- 
parison as this is that there are im- 
portant differences between farm busi- 
ness receipts as they are reported on 
income-tax returns and the USDA esti- 
mates of cash receipts from sales of farm 
products. The first adjustment is for 
receipts from farm marketings that are 
treated as capital gains for tax purposes. 
Receipts to farmers from sales of live- 
stock held for draft, breeding, or dairy 
purposes, are included in the USDA 
totals, but the Internal Revenue Code 
classes them as gains or losses on sales 
of capital assets. The noncorporate tax- 
payer would report them on Schedule 
D of his individual income-tax return. 
These receipts accordingly would not 
appear in the IRS totals of farm re- 
ceipts, which are tabulated from “F” 
(farm) schedules. 

Unpublished data of the Agricultural 
Marketing Service indicate that in 1955 
the commercial slaughter of breeding 
cattle, sheep, and hogs had a live value 
of about $1.3 billion. To this should be 
added an for sales of ani- 
mals for breeding and other purposes 
besides slaughter, so that the total of 
such receipts eligible to be treated as 
capital gains is probably at least $1.5 
billion. If an allowance is made for 
some inadvertent reporting of this item 
as ordinary farm income, it appears that 
perhaps two-thirds, or $1 billion of re- 
ceipts from livestock sales are reported 
as Capital gains and are not included in 
IRS total ferm receipts. 


allowance 


Rent 
A second partial omission from the 


1Selma F. Goldsmith, “Appraisal of Basic Data 
Available for Constructing Income Size Distribu- 
tions,” Conference on Research in Income and 
Wealth (New York: National Bureau of Eco- 
nomic Research, 1951), Vol. 18, pp. 267-377; Dan- 
iel M. Holland and C. Harry Kahn, “Comparison 
of Personal and Taxable Income,” Joint Commit- 
tee on the Economic Report, 84th Congress, Ist 
Session, Federal Tax Policy for Economic Growth 
and Stability, 1955, pp. 313-338; Marius Farioletti, 
“Some Income Adjustment Results from the 1949 
Audit Control Program,” Conference on Research 
in Income and Wealth (Princeton: National Bu- 
reau of Economic Research, 1958), Vol. 23. 

2 Harold M. Groves, ““Empirical Studies of Income 
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Taxation of farmers »* 


IRS total consists of farm production 
received by landlords as share rent. Ac- 
cording to the study of farmers’ ex- 
penditures, farm operators paid $2.8 
billion dollars in share rent in 1955.4 
There is no hard and fast rule as to the 
method of reporting share rents on tax 
returns. Many landlords enter this in- 
come on the “G” or gross rent schedule. 
Many others report it on Schedule “F” 
as receipts from farm business. The 
latter form of reporting is more con- 
venient for the landlord who operates 
a farm of his own and fills out an “F” 
schedule on his own receipts and ex- 
penses and who perhaps markets his 
rental share along with his own farm 
products. As a result, much of the $2.8 
billion in share rent does find its way 
into the IRS totals as farm business re- 
ceipts. A small part—perhaps a fourth, 
or $0.7 billion dollars—is a conservative 
allowance for the amount reported to 
IRS in the form of rental income. 


Cost offsets 


The third item included in the USDA 
estimates but not in the corresponding 
IRS totals consists of certain receipts 
that are offset by marketing costs. The 
Department of Agriculture measures the 
value of cash farm marketings at the 
point of first sale. But a lower value 
may properly be reported on the tax 
return. A farmer, for example, 
who produces and sells $1,000 worth of 
milk per month, may receive a month- 
end check from the dairy or marketing 
co-op for only $960. The $40 difference 
represents charges for hauling and other 


dairy 


expenses. The farmer normally enters 
on his tax returns only the net amount 
in this case $960. Conven- 
tional methods of marketing cotton and 
livestock give rise to similar deductions. 

An AMS survey of farm expenditures 
for 19555 reports $189 million paid by 
farmers for trucking dairy products to 
market, $191 million for ginning, grad- 
ing, and storing cotton, and $207 mil- 
lion for yardage and brokerage fees on 
livestock. Of course, some farmers may 
include these costs on tax returns as a 
deductible expense and report the gross 


he receives, 


Tax Compliance,” National Tax Journal, XI 
(December 1958), pp. 291-301. 

® Mrs. Goldsmith estimated the proportion of farm 
net entrepreneurial income reported on Federal 
income-tax returns in 1945 to be 36 percent; Hol- 
land and Kahn, using the same method, estimated 
38.5 per cent for 1947; the Groves study, using 
state tax returns, found a reasonable range to be 
60 to 75 per cent; Farioletti found that audit of a 
sample of farm sole proprietor returns disclosed 
23.1 per cent additional net profit (minus loss). 

‘ Agricultural Marketing Service, op. cit., Table 
12 


6 U. S. Agricultural Marketing Service, The Farm 
Income Situation (FIS 169), July 1958. 
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amount obtained for these products as 
receipts. On the other hand, there are 
some other commodities not taken into 
account here that also involve market- 
ing costs chargeable ta the farmer. Con- 
sequently a net reduction of $0.6 billion 
from the USDA total appears to be rea- 
sonable adjustment. 

These three items—capital gains, share 
rents, and marketing costs—together ac- 
count for $2.3 billion of farm market- 
ings that do not show up in the IRS 
totals of farm business receipts. 


Other income 


Adjustments must be made in the op- 
posite direction for receipts included in 
the IRS returns but not in the corres- 
ponding USDA figures. The first is for 
miscellaneous business income, such as 
that obtained by farmers from custom 
other farms, 
insurance indemnities, and sales of sod, 


machine work on crop- 
gravel, topsoil, and scrap metal. The 
AMS survey shows that in 1955, net re- 
ceipts of farm operators from custom 
machine work and farm trucking and 
hauling amounted to $300 million. Loss 
payments for hail and other damage to 
growing crops were about $70 million. 
With a liberal allowance for all other 
that 
might be reported on a farm business 


items of miscellaneous income 
schedule, the estimate of the total comes 
to $0.5 billion. 

Dividends and refunds paid to farm- 
ers by farm cooperatives are also in- 
cluded in tax reports to IRS but omitted 
from USDA estimates of receipts. A 
1954 survey by the Farmers Coopera- 
tive Service found that a total of $225 
million in patronage dividends was paid 
or credited in that year to farmers by 
farm marketing or supply co-ops. In 
1955 the amount was probably a little 
larger. A portion of patronage divi- 
dends, like share rents, must be attrib- 
uted to landlords, but the 
probably small. Accordingly, an allow- 


amount is 


ance of $0.2 billion appears to be rea- 
sonable for this item. 

Included in the IRS classification of 
agricultural corporations are domestic 
companies that produce bananas, sugar, 
and other crops in foreign countries. 
On the basis of information pieced to- 
gether from IRS reports, Moody’s In- 
and other 
deduction of $0.6 billion is made from 
the IRS total to adjust for receipts of 
these corporations that are reported to 
IRS but are not included in the USDA 
estimates. 


vestors’ Service, sources, a 


January 1960 


Also omitted from the USDA totals 
are intrastate farm-to-farm sales of live- 
stock. Information on these sales is not 
regularly available. Nor does their 
omission appreciably affect the USDA 
estimates of net farm income, as the re- 
ceipts to the seller are offset by the out- 
lays of the buyer. But for income-tax 
purposes, receipts from these sales are 
reported in the same way as those from 
other livestock sales. The AMS survey 
reports the value of such intrastate live- 
stock sales in 1955 as $936 million. This 
amount should be added to the USDA 
estimate to arrive at a comparable figure 
for the value of total farm marketings. 

Finally, the census of agriculture for 
1954 reports a value of commercial farm 
production of almost $300 million in 
Hawaii and Alaska. As income-tax re- 
turns from these areas are included in 
the IRS totals, this amount is added to 
the USDA estimate of cash farm mar- 
ketings. 

If the amounts used in making the 
various adjustments for differences in 
coverage and concept are accepted as 
rough approximations, and they are in- 
tended as nothing more precise than 
that, it would appear that Federal in- 
come-tax returns for 1955 accounted for 
about $26.8 billion of a possible $31.0 
billion total of farm receipts. This works 


) 


out to 86.5%, or about the same propor- 
tion as in the unadjusted comparison 
(Table I). The adjustments, in other 
words, have approximately offset one an- 
other. 

This leaves $4.2 billion or 14% of the 
total, not accounted for. But not all of 
this represents evasion. Some of these 
receipts were reported on late returns, 
which are not taken into account in our 
comparisons. Some, too, were received 
by farmers whose gross income fell short 
of the $600 minimum filing require- 
ment. Much larger would be the receipts 


of farmers whose gross incomes exceeded 
$600, but whose net incomes, after ex- 
emptions and non-business deductions, 


were not taxable. There is some evi- 
dence that many farmers in the latter 
category ignore the filing requirement, 
and IRS stands to gain very little from 
efforts to force them to file. 


Extent of income-tax coverage 

The above analysis suggests that in- 
come-tax coverage of gross farm income 
has increased greatly since before World 
War II, and that it is now fairly com- 
plete. In 1939, it could be said with sub- 
stantial accuracy that farm income, by 
and large, escaped the income tax. But 
the evidence indicates that by 1955 the 
bulk of all farm receipts subject to tax 
were actually being reported on Federal 
income-tax returns. 

Not everyone, the authors admit, will 
accept this conclusion. Some will simply 
not believe it. The question inevitably 
must arise whether the analysis may per- 
haps have gone wrong somewhere or 
other. 

Thus, one might object to the lack of 
precision in the adjustments they have 
made to reconcile total farm business 
receipts reported to the IRS with the 
corresponding USDA figures. Some of 
their estimates are admittedly rough. But 
in many instances, they involve alloca- 
tion of a total that is known with some 
accuracy so that the margin of error is 
limited. 

But what of the possibility that the 
estimates may all err in the same direc- 
tion? To meet this problem the authors 
attempted, within the range of plausible 
guesses, to stay on the conservative side 
in estimating amounts that should be 
added to the IRS totals, and on the 
liberal side in estimating those that 
need to be added to the USDA totals (or 
subtracted from the IRS). As a result, 








TABLE I—RECEIPTS FROM FARMING, 1939-55 
(In millions of dollars) 
Reported to Internal Revenue Service 
Sole USDA IRS percent 
Year proprietors Partners Corporations Total estimates of USDA 
1939 $ 1,216 $ 293 $ 528 $ 2,037 $ 8,635 24 
194] 4,986 663 11,655 54* 
1943 11,504 787 20,265 68* 
1945 14,227 1,713 885 16,825 22,404 75 
1947 18,380 2,582 1,528 22,490 29,978 75 
1949 18,993 1,768 28,050 83* 
1951 22,093 fas 2,234 at 33,213 82* 
1953 21,317 2,833 2,217 26,367 31,396 84 
1955 20,779 2,373 25,840* 29,771 87* 
*Estimated. 
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they believe that the estimate of 86% is 
more likely to be too low than too high. 


Implications for tax enforcement 


If it is probable, then, that some 86% 

of all receipts from sales of farm prod- 
ucts is indeed reported on Federal in- 
come-tax returns, it would appear that 
the enforcement efforts of the Internal 
Revenue Service have achieved sub- 
stantial success. One of the last large 
economic groups to remain essentially 
untouched by Federal income taxation 
has apparently been brought under the 
tax. 
[With somewhere in the neighborhood 
of 86% of all receipts from sales of farm 
products being reported on Federal in- 
come tax returns, it is evident that from 
1939 to 1955 there has been a tremend- 
ous improvement in the knowledge of 
the tax laws and in voluntary com- 
pliance with them by one of the largest 
of our economic groups. The great out- 
pouring of tax articles appearing in 
farm journals, the publication of sev- 
eral well-written tax books for farmers, 
the give-away program by banks, imple- 
ment dealers, insurance companies, and 
other groups of farm record books to 
customers, and the wide publicity over 
radio and TV and in the press of fraud 
cases involving taxpayers (and particu- 
larly an occasional farmer or rancher)— 
all have contributed towards this re- 
sult.—Ed.] 

In light of these indications of fairly 
complete reporting of farm gross in- 
come, one cannot help wondering about 
the reporting of net income. 

With respect to deduction of business 
expenses, it is readily apparent that the 
nature of the farm 
difficulties in distinguishing personal 


business involves 


from business expenses, and that some 
personal expenses may well be deducted 
on farmers’ returns. 

On their face, the data contained in 
various Statistics of Income appear to 
suggest that overstatement of farm op- 
erating expenses may indeed be preva- 
lent. Corresponding to the $25.8 bil- 
lion of total receipts reported in 1955 
was a net profit (minus loss) of only 
$3.2 billion. For that year, the USDA 


®° Part of the discrepancy represents receipts re- 
ported to IRS as capital gains. 

7 Groves states with respect to his findings of sub- 
stantial under-claiming of expenses by farmers: 
“We thought this incredible at first, but we found 
it in accord with a substantial body of opinion in- 
cluding that of the personnel in the office of the 
Management Association and some of the inter- 
mediaries (those who assist farmers in preparing 
income tax forms) whom we interviewed’’ (op. 
cit., p. 300). He later terms this the most striking 
fact disclosed by the study (p. 301). 


estimate of realized net income of farm 
operators from farming was $11.5 bil- 
lion. About $3.8 billion of this was re- 
ceived in the form of nonmoney income, 
so that net cash income for 1955 was 
about $7.7 billion, or more than double 
the amount that showed up on income 
tax returns.® 

But these comparisons do not take 
into account conceptual dissimilarities 
such as those examined above for gross 
farm receipts. This reconciliation, im- 
portant though it is, was not attempted 
in this study. 

Moreover, there is some cause for 
suspecting that poor records, instead of 
leading to understatement of income, 
often result in overreporting. Re- 
searchers and agricultural extension 
specialists who work with farm--account 
records believe that inadequate accounts 
omit more expenses than income. 
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The study concludes that, whatever 
the situation may have been 20 years 
ago, the farmer today is probably much 
the same sort of taxpayer as is found in 
other industries, not much better and 
not much worse. It is not necessary to 
argue that all farmers report their gross 
incomes to the last penny on their in- 
come-tax returns. Some undoubtedly do 
not. But it appears that in farming as 
elsewhere, unreported receipts do not 
amount to much in the aggregate. Nor 
is it possible to deny that some personal 
outlays of farmers are deducted as busi- 
ness expenses. Here too, however, the 
amount involved is probably small. In 
any case, the problem can be recog- 
nized for what it is—part of the larger 
problem of distinguishing the business 
expenses of small unincorporated busi- 
nesses, whatever the industry, from the 
personal expenses of the owners. w 


Tax Court, in Gibbs, leaves 


livestock inventory unclear 


er BRIEF tax Court opinion in Gibbs 
(33 TC No. 4, noted on page 26 of 
this issue) unfortunately fails to clarify 
the right of farmers on the farm-price 
method to use a zero basis for raised 
livestock used for dairy, breeding, etc. 
(and thus eligible for Section 1231 treat- 
ment) that has been inventoried. The 
problem arises on the sale of such ani- 
mals. Must they be assigned an in- 
ventory value as a basis, thus reducing 
the capital gain? If their basis for com- 
puting capital gain is zero the farmer has 
in effect a capital gain in the full 
amount of the proceeds and an ordinary 
loss in the reduction of the inventory, 
or, more correctly, no inventory would 
have been established for them. In the 
Gibbs Willard G. Bowen, CPA 
of Denver, Colorado, your 
editor, the facts fail to show whether 
the cattle sold, 40 dairy cows, had been 
purchased or raised. For this reason the 


case, 
writes to 


exact significance of the decision is not 
clear. Mr. Bowen had commented on 
this problem in discussing the Lewis 
and Carter cases in June (10 JTAX 344). 

If the cows had been purchased the 
facts are in substance identical with 
those in Carter (257 F.2d 595) on which 
the Tax Court relied in requiring that 
the inventory value be used by Gibbs 
as basis. Carter involved a farm-price- 


method livestock man and cattle he 


had purchased. Gibbs used the farm- 
price-method too and the Tax Court, 


like the Fifth Circuit in the Carter case, 
refused to follow the Lewis (251 F.2d 
128) case, which had allowed a zero 
basis for raised cattle of a unit-livestock- 
method taxpayer. Actually whether unit- 
livestock or farm-price method is used 
should be immaterial to the point at 
issue. 

In following Carter, Mr. Bowen 
points out, the Tax Court was right if 
the cows in question had been pur- 
chased because the rationale of the 
Lewis case was that the Regulations ap- 
plicable to raised cattle were unreason- 
able. However, no unreasonable restric- 
tion was laid on purchased cattle. 

In Lewis, the Fifth Circuit had held 
invalid the portions of the Regulations 
that required a taxpayer who elected to 
use the unit-livestock-price method to 
apply it to all livestock raised whether 
for sale or for breeding, draft or dairy 
purposes. The court held that the com- 
missioner had no right to limit capital 
gain on breeding, draft or dairy ani- 
mals simply because those intended for 
sale were However, the 
Regulation the court criticized did not 
apply if the breeding herd was pur- 
chased instead of raised. The Regula- 
tion specifically provided: “A livestock 
raiser who uses the ‘unit-livestock-price 


inventoried. 


method’ must include in his inventory 
at cost any livestock purchased, except 
that animals purchased for breeding, 
dairy or draft purposes can, at the elec- 


244963 
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tion of the livestock raiser, be included 
in inventory or treated as capital assets. 
[emphasis added]. 

The Fifth Circuit in Carter pointed 
out the limitation of its Lewis decision 
which found invalid the Regulation on 
raised breeding stock only. The Carter 
opinion spent little time on the point 
that Carter was a farm-price-method tax- 
payer, obviously for the reason, as Mr. 
Bowen notes, that the Regulations gov- 
erning the farm-price-method have a 
provision similar to those dealing with 
the unit-livestock-method—the procedure 
must be applied to all raised cattle, 
whether held for sale (ordinary income 
or loss) or for breeding, draft or dairy 
purposes (Section 1231). Would not the 
rationale of the Lewis decision, he asks, 
apply to raised animals on the farm- 
price method? If it was unreasonable for 
the Commissioner to require the use of 
that method for all raised animals is it 
not equally unreasonable to require the 
use of the farm-price-method for all 
raised animals? 

If the Gibbs cows were in fact pur- 
chased, the case is clearly right in fol- 
lowing Carter; if they were raised, it 
is unfortunate that the Tax Court did 
not indicate why it was not following 


the rationale of the Lewis case. 





Basis of dairy cows sold is farm-price 
inventory value, not zero. Taxpayer, a 
had 
consistently inventoried his dairy cows 


farmer on the accrual basis who 
on the farm-price method, sold some 
culls for about $7,000. They had been 
inventoried at the prior year-end at 
$13,000. $7,000 
capital gain; the omission of the cows 


Taxpayer claimed a 
from the closing inventory produced a 
$13,000 ordinary 
missioner insisted that the gain or loss 


deduction. The Com- 


on sale is computed by using the inven- 
tory value as basis. This would produce 
a $6,000 loss, ordinary under Section 
117(j) of the 1939 Code (Section 1231 of 
the 1954 Code). Taxpayer relied on 
Lewis (251 F.2d 128). In Lewis, an ac- 
crual-basis farmer using the unit-live- 
stock-price was allowed to use zero as 
the basis of culled animals from the 
breeding herd. However, in Carter (257 
F.2d 959), the same court of appeals 
said that Lewis should not be extended 
beyond its facts and denied a zero basis 
to a 


taxpayer using the farm-price 


method. The Tax Court agrees with the 


January 1960 


Carter decision and upholds the Com- 
missioner. Gibbs, 33 TC No. 3. 


Capital gain on sale of farm land [Ac- 
quiescence]. A partnership engaged in 
both farming and in real estate broker- 
age sold a tract of farm land at a profit. 
The sale is held to result in a capital 
gain rather than ordinary income. The 
acreage was acquired and held primarily 
for farming purposes and not for sale 
to customers in the ordinary course of 
business. Atkinson, 31 TC 1241, acq. 
IRB 1959-38. 


Conservation expenses deductible; land 
was used for farming. The Code allows 
deduction of conservation expenses for 
land used for farming. Taxpayer owned 
land which had not been farmed for 
thirty years, being too dry. However, 
irrigation water became available and 
taxpayer leased the land to a farmer, 
and at about the same time, expended 
about $7,000 to have the land prepared 
for irrigation. The Tax Court allows 
a soil conservation deduction. The Code 
reanirement that the land be used for 
farming simultaneously with the expen- 
diture is satisfied here. Behring, 32 TC 
No. 122. 


Leveling farm is capital expenditure; 
no deduction allowed [Old Law]. Tax- 
payer owned a 160-acre farm that was 
subject to some wind erosion. Ground- 
water close to the land surface offered 
an opportunity for inexpensive irriga- 
tion, but due to pronounced differences 
in elevation, only about 20% of the 
farm could be irrigated in this way. 
The Soil Conservation service, at tax- 
payer’s request, furnished a free map 
and survey of the land, with the under- 
standing that it was to be leveled and 
irrigated. In their opinion, erosion was 
not a major problem. In 1951 and 1952, 
the farm was leveled at a cost of $2,000 
and two wells with electric motors were 
installed at a cost of $2,100. Taxpayer 
claimed the leveling cost as a business 
expense on the ground that it was 
necessary to control erosion. The court 
denies a deduction for the cost of level- 
ing, holding it to be a capital expendi- 
ture. Leveling did not increase the pro- 
ductivity of the land, nor did it act as 
a conservation measure. 


It was inci- 


dental to the irrigation and increased 
the value of taxpayer’s farm. Section 175 
of the 1954 Code allowing deductions 
for soil expenditures was effective only 
for taxable years after 1953. Its legisla- 


tive history shows that it was intended 
as an incentive for soil and water con- 
servation, not as taxpayer had argued, 
as a correction of a wrongful interpre- 
tation of the 1939 Code. Beltzer, DC 
Neb., 9/15/59. 


Nonexempt co-ops must allocate divi- 
dends before filing date. Patronage divi- 
dends made: by a nonexempt cooperative 
(i.e. consumer or real estate co-op) after 
the close of the taxable year can be ex- 
cluded from the co-op’s income for the 
year only if the allocation is made on 
or before the due date for filing the 
corporate income tax return and the 
patrons are notified. This rule is effec- 
tive for taxable years ending after 
January 1, 1960. For taxable years end- 
ing prior thereto if the allocation and 
notification are made within 814 months 
of the close of the year the dividends 
may be excluded. Rev. Rul. 59-322. 


Capital gain on sale of pelts from mink 
breeding herd. Taxpayers were mink 
ranchers who would select culls from 
their breeding herd, kill them and sell 
their pelts. In affirming the District 
Court, the Eighth Circuit rejects the 
Government's contention that the mink 
had been converted from property used 
in the business to property held pri- 
marily for sale to customers. The Gov- 
ernment had argued that, if the culled 
mink were sold alive (as is done with 
livestock), capital gain would be allow- 
able. However, the court points out that 
there is no market for live mink of this 
quality and the only way of disposing 
of culls was to kill them and sell their 
pelts. The mere use of ordinary methods 
does not convert breeding herd into in- 
ventory. Rev. Rul. 57-548, which holds 
contrary, penalizers sound business prac- 
tice and is inconsistent with the pur- 
poses of the Congress in enacting Section 
117(j). [Section 1231 of the 1954 Code. 
—Ed.| Cook, CA-8, 10/8/59. 
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TAX STRATEGY, NEWS OF THE REVENUE SERVICE 


Effective tax procedures 


EDITED BY MARTIN M. LORE, LL.B., CPA 


IRS should set a policy in 
confused areas rather than 
wait for litigation 


SPEAKING SPECIFICALLY of thin incor- 
poration, accounting methods, collapsi- 
ble corporation and dealers in real 
estate, Edwin Kahn has urged that the 
Internal Revenue Service should form 
its own reasonable policy, publicize it 
widely, and have revenue agents follow 
it uniformly. Such a system would, if 
reasonable, be acceptable to most tax- 
payers and to the courts. Asked to dis- 
cuss compliance and enforcement prob- 
lems at the Mills Committee hearings, 
Mr. Kahn, an Washington, D. C. at- 
torney, commented on the growing iso- 
lation of the national office from the 
day-to-day routine of the district offices 
and of the dangerous trend toward re- 
fusing to establish a policy in difficult 
areas. 

“It is becoming more common,” Mr. 
Kahn said, “for difficult areas of con- 
troversy to be allowed to continue for 
substantial periods of time without the 
issuance of guides or standards by the 
national office. This is sometimes justi- 
fied on the ground the issue is one of 
fact, or that guidelines will encourage 
taxpayers to come too close to the line. 
However, in these cases some standard 
must be applied, and the various field 
offices are forced to develop their own 
varying standards. Case by case litiga- 
tion seldom develops any workable solu- 
tion, and the cases continue in increasing 
numbers. It is likely that if the national 
office surveyed a sufficient number of 
cases in any important area of contro- 
versy, it could on the basis of this 
broader experience develop acceptable 
standards which would be applied uni- 
formly by revenue agents, and which 
would be acceptable to taxpayers and 
the courts. Familiar examples of prob- 
lem areas where this would be desirable 
are the so-called thin incorporation 
cases, the cases involving accounting 
methods, the cases involving the ques- 
tion when a taxpayer becomes a “dealer” 
in real estate, and the application of 
the collapsible corporation provisions. 

The issuance of rulings and other 





service (as distinguished from tax col- 
lecting) functions of the IRS are of 
increasing importance, Mr. Kahn noted. 
“During the past 19 years,” he said, 
“taxes have become so large an element 
of business transactions that certainty 
as to tax results is often essential before 
the transaction can be accomplished. 
During this same period, it has become 
apparent that neither the law itself nor 
the Treasury’s regulations can furnish 
this certainty. The solution has been 
an increased reliance by taxpayers on 
the rulings procedure of the Internal 
Revenue Service. It is likely that a great 
deal of the business of this country 
would be severely hampered if advance 
rulings on tax consequences were not 
available. There are a number of in- 
dications that the Revenue Service’s 
ability to handle its rulings workload 
is hampered by its lack of staff. I sug- 
gest that this committee should ascertain 





*Late filing because of clerical error 
held due to reasonable cause. A corpo- 
rate return was prepared and properly 
signed more than a month prior to its 
due result of a 


date. However, as a 


clerical error, both the original and 
duplicate copies of the return were 
placed in a file drawer. When the error 
was discovered 10 days after the due 
date a check was promptly made out 
and mailed with the return. The court 
holds the untimely filing was due to 
reasonable cause and not wilful neglect. 
Hammonton Investment & 


Co., TCM 1959-212. 


Mortgage 


Arbitrary assessment no justification for 
injunction [Certiorari denied]. In 1952, 
indicted for 
understatement of income for 1945 and 
1946. A jeopardy assessment was made 
in September 1955 of some $3 million, 
reduced to $2 million in November 
1955. The disrict court found the assess- 
ment completely arbitrary and capri- 
cious and granted an injunction against 
collection. The Seventh Circuit vacated 
the injunction and remanded the case 


taxpayer was criminal 


New procedural decisions this month - 
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whether the Service is adequately staffed 
to furnish timely interpretations which 
are necessary to apply the revenue laws. 
“I believe that the function of the 
Service's ruling on the interpretation 
of the law in specific cases has suffered 
because it has often been viewed as a 
gratuitous function, that is, a favor to 
taxpayers and a function that can be 
suspended or dispensed with at the con- 
venience of the Government. I submit 
that the present income tax laws are 
such that this function of interpreting 
the law in specific cases should be viewed 
as an integral part of the administration 
of the law, and one to which taxpayers 
are entitled as a matter of right. 
“Another important service function 
of the Internal Revenue Service is the 
publication of basic guides for tax- 
payers. These are practical guides 
which can be readily used in planning 
transactions and filing returns. I sug- 
gest that the Internal Revenue Service 
should be enabled to make such guides 
available in other important fields. For 
example, a guide on depreciation prac- 
tices and a guide on accounting methods 
would be of considerable help to a 
large number of taxpayers as well as 
to the field personnel of the IRS.” w 


saying that the district court’s grant of 
summary judgment was improper; it 
should have tried the issues of fact in- 
volved. On remand the district court 
production of all the IRS 
records in connection with the case and 
upon the District Director’s refusal to 
produce them, the district court again 


ordered 


enjoined collection of this tax or any 
use of the material refused to be pro- 
duced. On second appeal the Seventh 
Circuit again reversed. Taxpayer’s basic 
argument that the 
original assessment was arbitrary and 
set at a fantastic figure so as to create 
the appearance of jeopardy. However, 
this is not an assertion that the tax it- 
self is illegal and, that being so, there 
is no justification for enjoining its col- 
lection. Homan Mfg. Co., cert. den., 
10/12/59. 


here has been 


Blue Cross must report payments to 
doctors for servicemen’s dependents 
care. The Blue Cross and Blue Shield 
medical service operates as the fiscal ad- 
ministrator in some states and makes 
payments to doctors for services ren- 
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dered to dependents under the Defense 
Department medical care program. The 
IRS rules that the Blue Cross and Blue 
Shield as disbursers of government funds 
to the physicians participating in the 
program are required to file separate 
Forms 1099 for each physician to whom 
it makes payments of $600 or more in 
any taxable year. Rev. Rul. 59-328. 


Suit must be brought against director 
to whom taxes were paid. Taxpayer 
sued to recover taxes paid for 1952, but 
named as defendant the District Direc- 
tor who did not take office until 1957. 
The court dismisses the complaint. An 
action brought against a director of In- 
ternal revenue is a personal action, and 
may not be maintained against a direc- 
tor to recover taxes paid to his predeces- 
sor in office. Hopkins, DC Ark., 9/2/59. 


Refund claim not timely. Since tax- 
payer’s refund claim was filed more than 
three years after the return and more 
than two years after the tax was paid, 
it was barred by the statute of limita- 
The was also defective in 
that it was against the present Director, 
not against the U. S. or the Director who 
collected the In view of the un- 
claim, however, the 


tions. suit 


tax. 
timeliness of the 
finds it 
whether this defect can be cured by 
amendment. Stewart, DC Md., 9/11/59. 


court unnecessary to decide 


Hardship no defense; partner must pay 
assessment for unpaid withholding 
taxes. Taxpayer was assessed $2,100 fox 
unpaid withholding and unemployment 
tax plus interest and penalties. The 
taxes were due from a partnership in 
which taxpayer was a partner. The court 
enters judgment for the government. 
Taxpayer’s defense of hardship due to 
a decrease in the value of his real prop- 
erty is no defense to this action. Hall- 
ford, DC Ariz., 10/30/59. 


Requirement to produce books for gov- 
ernment inspection not unconstitutional. 
Taxpayer petitioned the court to quash 
a government summons requiring the 
production of books and records cover- 
ing certain financial transactions in 
1956 1957. 


payer’s contention 


and [he court rejects tax- 
that the 


unreasonable 


summons 


amounts to search and 
seizure in violation of the 4th Amend- 
ment. Taxpayer makes no claim of the 
privilege against self-incrimination. 
Broadrock Development Co., DC Ohio, 
8/18/59. 


January 1960 


Collateral estoppel applied to deny 
EPT relief [Certiorari denied]. In a 
prior Tax Court decision, taxpayer was 
denied excess profits tax relief under 
Section 722 for 1941 on the ground of 
insufficiency of evidence. Alleging facts 
substantially identical to the allegations 
in the prior case, it now seeks similar 
excess profits tax relief for 1942 to 1945. 
The Tax Court held in this case that 
the prior decision bars the present ac- 
tion under the doctrine of collateral 
estoppel; the facts and issues of the 
previous case are the same as those here. 
The Second Circuit affirmed. Stern & 
Stern Textiles, cert den., 10/12/59. 


Officer compromises penalty for failure 
to withhold. Taxpayer, an officer of a 
company that did not withhold and pay 
over employees’ income tax, was per- 
sonally assessed $2,500 on the ground 
that he was the responsible corporate 
officer. The judgment of the court up- 
holds a compromise at $860, without 
interest. The consent to judgment speci- 
fies that no part of taxpayer’s payment 
represents interest for which deduction 
may be claimed, and that the settlement 
is in no way a compromise of the corpo- 


rate tax liability. Guttentag, DC NY, 
9/18/59. 


No new limitation period on retroactive 
relief to inventors [Certiorari denied]. 
In 1956 Congress passed an act which 
extended the capital gain treatment for 
inventors under Section 1235 of the 
1954 Code to years covered by the 1939 
Code. The Commissioner contended the 
refund claim must be filed within two 
years after the tax was paid or three 
years after the return was filed, in ac- 
cordance with the general rule under 
both the 1939 and 1954 Codes. The dis- 
trict court held, however, that this rule 
applies only where the tax is erroneous- 
ly or illegally assessed and that it has 
no application where the refund arises 
because of retroactive legislation. It as- 
sumed the claim is governed by the 
limitation period of the Judicial Code: 
suits against the Government must be 
brought within six years after the claim 
arises. The Sixth Circuit reversed. It 
followed the decision of the Fifth Cir- 
cuit in Tobin, which held that the sta- 
tute created no new right but was mere- 
ly declaratory of existing law. Demp- 
ster, cert. den., 10/12/59. 
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No tax exemption on income of opera- 
tor of bridge to be acquired by state. 
Taxpayer corporation operated a toll 
bridge across the Missouri River under 
a franchise which empowered Iowa or 
Nebraska to acquire the bridge by con- 


If the states allowed tax- 
payer to operate the bridge for at least 
20 years from completion, they would 
be entitled to acquire the bridge at tax- 
payer’s cost less depreciation. After 18 
years, it was agreed that taxpayer would 
operate the bridge until its indebted- 
ness and equity were liquidated out of 
net income, at which time the bridge 
was to be transferred to the states. Tax- 
payer’s basis for the bridge was then 
$730,000 and the Commissioner agreed 
that this could be amortized ratably out 
of net income. Subsequently taxpayer 
made claim for refund of income taxes 
paid on net income after amortization. 
The court holds that taxpayer’s income 
was not exempt from income taxes. No 
state was a stockholder or present bene- 
ficial owner of taxpayer corporation. 
While taxpayer’s income may 
inured to the future benefit of the 
states, the states had in the taxable 
period no vested right to receive that 


demnation. 


have 


income. Nebraska-Iowa Bridge Corp., 
DC Neb., 9/11/59. 


Labor organization taxable on income 
from bingo games. The Code taxes un- 
related business income of certain other- 
wise exempt institutions (not including 
churches). The conducting of semiweek- 
ly bingo games by an exempt labor 
organization to help defray the costs of 
maintaining its building is here ruled to 
be patently unrelated to the basis for 
the tax exemption. Accordingly, the in- 
come derived from the games is taxable 
as unrelated business taxable income. 
Rev. Rul. 59-330. 


Procedures to establish tax exempt 
status of charities of Canada or Hon- 
duras. Contributions to charitable or- 
ganizations created under the laws of 
Canada or Honduras may be deducted 
by U. S. citizens, pursuant to tax con- 
ventions, if such contributions would 
have been allowable as a deduction had 
the organization been organized in the 
U. S. The Service publishes procedures 
to be followed by such foreign organiza- 
tions to establish their tax-exempt status. 
Rev. Proc. 59-31. 
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Tax aspects of insurance 


EDITED BY MORRIS R. FRIEDMAN, LL.M>~AND 


' ALLAN A. BAKST, LL.B., CPA 





How partnerships use disability 


provisions in buy-out agreements 


In December we discussed in these columns tax treatment of disability payments 


by a corporation to a stockholder-employee; we look now at the income tax effects 


of disability provisions in partnership agreements, and will also consider estate 


tax implications of disability stipulations in all buy-sell agreements.* 


OS“ IT IS WELL SETTLED that a part- 
ner is not an employee, it will sur- 
prise no one to learn that the Internal 
Revenue Service has ruled (see Rev. 
Rul. 56-326, CB 1956-2, 100) that 
amounts paid by a partnership to a 
partner who is absent from work be- 
cause of accident or sickness may not be 
excluded from the partner’s gross in- 
come under Section 105(d) of the Gode. 
The Section in providing for a $100 a 
week exclusion for sick pay specifically 
applies to amounts received by an em- 
ployee. 

This principle has been adopted in 
the Income Tax Regulations (Section 
1.707-1(c)), dealing with guaranteed 
payments, which are payments to a part- 
ner determined with regard to the in- 
come of the partnership. For certain 
purposes they are treated as though 
made to a person not a partner. How- 
ever, the Regulations go on to say that 
for purpose of other provisions of the 
Code guaranteed payments are regarded 
as a partner’s distributive share of or- 
dinary income. “Thus a partner who re- 
ceived guaranteed payments for a period 
during which he is absent from work be- 
cause of personal injuries or sickness is 
not entitled to exclude such payments 
from his gross income under Section 
105(d).”" Of course, benefits treated as 
guaranteed payments are deductible 
from partnership income. 

This section of the Regulations sets 
what alert and watchful practitioners 
call a tax trap. If the partnership is the 
owner and beneficiary of Accident and 
Sickness insurance on its partners, bene- 
fits received by the partnership and paid 
over to a partner will be taxed in full 
to the partner as guaranteed payments. 


Yet, if the partner had been the owner 
and beneficiary, the benefits would be 
paid directly to the partner and would 
be completely excludable from gross in- 
come under Section 104(a)(3) of the 
Code as amounts received through acci- 
dent or health insurance for personal 
injuries or sickness. In most cases, there- 
fore, for advantageous tax treatment to 
the recipient, A & S benefits should not 
flow through the partnership, but should 
be payable directly to the insured part- 
ner. Sometimes, as will be discussed be- 
low, it deliberately planned to have A 
& S benefits treated as guaranteed pay- 
ments to achieve tax benefit for remain- 
ing partners. 

In any event, premiums paid for A & 
S. coverage, whether paid by the part- 
nership or by the partners individually, 
are nondeductible under the rules re- 
lating to the deduction for medical ex- 
penses. See Section 1.213-1(e) of the In- 
come Tax Regulations. 

What part can A & S coverage play 
in the case of the cross-purchase part- 
nership buy-out agreement? The need 
for a disability buy-out provision has 
been discussed and we trust established 
by the discussion in these columns in 
December. It is well established that 
premiums paid by one partner in re- 
spect of life insurance which he owns 
on the life of another partner are not 
deductible business expenses. Similarly, 
premiums paid by one partner for A & S 
coverage on another partner will not be 
deductible. But, if the partner paying 
the premiums is the owner and bene- 
ficiary of the policy, he will receive tax- 
free funds with which to fund in part, 
if not in full, his obligation under a 
disability buy-out provision. The part- 
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ner as owner and beneficiary is in the 
same position as the corporate-employer 
owner and beneficiary of A & S insur- 
ance, discussed in December. As was 
conceded in that discussion on corpora- 
tions, having the remaining partner the 
owner and beneficiary is not an ideal 
solution. But the burden of maintain- 
ing for an indefinite time, a partnership 
with a disabled partner, even one re- 
ceiving benefits under an A & S policy, 
may be even more unbearable, both 
financially and otherwise. 

As was mentioned in passing, the dis- 
advantage presented by the “guaranteed 
payments” provisions of the Code and 
Regulations to the partner receiving dis- 
ability payments from a partnership may 
be mitigated by financial advantage to 
the continuing partners. Thus, if the 
partnership is the beneficiary of the 
A & S policy and is also the obligor 
under a buy-out agreement, it may use 
the benefits it receives (which are not 
includible in partnership income) to 
make distributions to the disabled part- 
ner for his partnership interest. 

The Regulations recognize that pay- 
ments to a withdrawing partner can 
be of several kinds. They might be for 
his interest in unrealized receivables, or 
other assets or “may be attributable to 
an arrangement among the partners in 
the nature of mutual insurance. When a 
partnership makes such payments to re- 
tire the withdrawing partners’ interest 

. whether or not related to partner- 
ship income, the payments must be 
allocated between (i) payments for the 
value of his interest in assets, except un- 
realized receivables and, under some 
and (ii) 
.. The portion of the 
unrealized receivables, 


circumstances, goodwill 
other payments. . 
payments for... 
goodwill 
change for an interest in [other] assets 
a guaranteed payment if the 


or otherwise not in ex- 


will be... 
amount is determined without regard to 
the income of the partnership.” Thus, 
if the payments are attributable to un- 
realized receivables or to goodwill not 
provided for in the partnership agree- 
ment they will be guaranteed payments 
and will be deductible by the partner- 
ship and taxable as ordinary income to 
the disabled partner. 

Disability provisions in a partnership 
agreement may provide for a waiting 
period during which the disabled part- 

*This article is adapted by Mr. Friedman 
from his monograph, of which William Harme- 
lim was co-author, “Disability Insurance in the 
Business Buy-Our Agreement,”” which was pub- 


lished by the Rough Nctes, Co., Inc., Indian- 
apolis, Indiana. 
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ner will receive A & S benefits. Benefits 
during this period will be either taxed 
to him (if paid by the partnership) or 
received taxfree (if received by him di- 
rectly from the insurance company). 
This period is similar to wage continua- 
tion periods under corporate plans, ex- 
cept that if benefits are not received di- 
rectly under the policy by the disabled 
principal, no exclusion from income is 
available to a partner, as it is, to the 
extent of $100 per week to a stockholder- 
employee. 
Payments made after the waiting 
period would be made by the partner- 
ship in purchase of the partner’s inter- 
est, with the tax effects described above. 


Two-step retirement 


A plan sometimes used in the case of 
the disability of a stockholder may per- 
haps be applied in modified form to the 
problem of retiring a disabled partner. 
If a shortage of funds makes imprac- 
ticable an acquisition of the interest in 
its entirety, a purchase of such part of 
the interest for which cash is available 
combined with a suppression of the busi- 
ness voice of the disabled party may serve 
as a two-step in the right direction. Per- 
vading this entire area is the conflict be- 
the business necessity for the 
healthy stockholders or partners to ac- 
quire the interest of their disabled col- 
league and the bald fact that funds are 
rarely available to achieve this goal. 


tween 


A corporation can achieve this objec- 
tive by a recapitalization in which the 
disabled stockholder’s common stock is 
called in and exchanged for common 
and preferred stock. This step is a re- 
organization under Section 368(a)(1)(E) 
of the Code, the exchange being tax- 
the stockholder under Section 
$54(a)(1). 


free to 


The preferred stock would be “Sec- 
tion 306” stock, but this characteristic is 
unimportant in this instance. The new 
stock of 
then 


stock- 
the A & § 
benefits being used for this purpose. As 


common the disabled 


holder is redeemed, 
a disproportionate redemption of stock 
under Section 302(b)(2), this transaction 
results in capital gain to the stockholder. 
Thus, the disabled stockholder loses his 
voice in the affairs of the corporation. 
The preferred stock is then purchased 
from him at a later date when funds 
are available. This, too, results in capi- 
tal gain treatment, under Section 302 
(b)(3), as a complete termination of in 
the Section 306 
feature. Of course, if the disabled stock- 


terest, regardless of 
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holder dies during the period between 
the redemption of his common stock and 
of his preferred stock, the latter trans- 
action will produce no taxable gain, by 
virtue of the stepped-up basis. 

Can the disabled partner be treated 
in this way? The partnership version of 
the plan consists of a purchase of that 
part of his interest for which A & S 
benefits provide the funds, plus a change 
of his status with regard to his remain- 
ing interest from a general partner to 
a limited partner with no voice in the 
business affairs of the partnership. The 
danger to which some limited partner- 
ships are subject, namely that they may 
be considered associations taxable as 
corporations, should not arise merely 
by virtue of this step. 


Estate tax 


Turning now to the estate tax aspects 
of the disability provision in the buy- 
out agreement, we note that coverage 
under an A & S policy affects the estate 
of a corporate employee who dies be- 
fore any benefits become payable, re- 
gardless of whether benefits would have 
been payable directly to him or through 
the corporation. (See Morrow Est., 19 
TC 1068, 1953) in which the Commis- 
sioner has acquiesced). 

The particular virtues of a buy-sell 
agreement effective at death and re- 
strictive also during life, in fixing the 
value of a business interest for estate 
tax purposes, have been described in- 
numerable times. (See, for example, the 
article by Morris R. Friedman in the 
Proceedings Of the New York University 
Fifteenth Annual Institute on Federal 
Taxation entitled, “Buy and Sell Agree- 
ments; A Review and a New Look.’’) 
What additional purpose will be served 
by an agreement also effective on dis- 
ability? 

If the agreement provides for a wait- 
ing period after disability during which 
the disabled party is to get wage con- 
tinuation payments (in the case of a 
stockholder-employee) or disability bene- 
fits (in the case of a partner) with buy- 
out deferred, then on death during such 
waiting period the usual rules govern- 
ing buy-out on death will prevail. Let 
us suppose, however, that buy-out has 
commenced after disability, payment 
being made in installments. In the event 
of the death of the disabled person dur- 
ing such payout period, there should 
be no question at all concerning the 
valuation for estate tax purposes of this 
particular asset, the payments due the 


estate having been fixed by the sale of 
the business interest previously consum- 
mated. There is a far stronger presump- 
tion concerning the validity of a price 
fixed in a contract which has developed 
into an executed sale than in a contract 
which merely springs into effect on the 
death of the party whose interest is 
being purchased. Thus, the question of 
whether recognition should be given to 
an option or contract price where the 
business interest is, at death, subject 
to such option or contract, should not 
even arise on the death of a party whose 
interest has already been sold (assuming 
arm’s length dealings). This is the posi- 
tion taken by Section 20.2031-2(h) of 
the Estate Tax Regulations, as well as 
by many court decisions. 

When the sale of the interest is made 
prior to the death of the disabled per- 
son, capital gains tax will normally be 
payable; on a sale at death there is no 
such tax because basis becomes the date- 
of-death value. However, the capital 
gains tax payable by the estate or bene- 
ficiary of the deceased person on the 
intervivos sale may be offset to some 
extent by the deduction provided by 
Section 691(c) of the Code for estate tax 
paid as a result of the inclusion in the 
decedent's estate of the value of the pay- 
ments due under the agreement. 

It should be noted also, that the In- 
ternal Revenue Code of 1954, in Sec- 
tion 453(d), revoked the former rule 
that death causes a disposition of install- 
ment obligations which results in the 
acceleration of the realization of gain. 
Thus, lifetime sale, even if followed by 
death shortly thereafter is not wholly 
without tax relief. * 


~ New decisions 





*IRS won't follow Heard; disability 
premiums must be allocated. The de- 
cision of the Third Circuit in Heard, 
(269 F.2d 911) won’t be followed by the 
IRS. That case allowed deduction of the 
entire premium paid under an insur- 
ance policy providing indemnity for 
accidental loss of life, limb, sight and 
time, as well as reimbursement of medi- 
cal expenses. The court held the pre- 
mium was deductible as a medical ex- 
pense. —The IRS contended that only 
the pro rata portion of the premium 
which was properly attributable to the 
coverage for medical expenses was de- 
ductible as an expense paid for medical 
care. 


IRS said that, while it is not feas- 
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ible that review by the Supreme Court 
be requested in the Heard case, the 
decision will not be followed as a 


New decisions affecting special industries * $1 


precedent in the disposition of similar 
cases pending further developments on 
the issue. TIR-185. 


New decisions affecting special industries 





*Dealers’ pooling of securities destroys 
their identification as investments. A 
number of New York Stock exchange 
houses, dealers in securities, have formed 
a new corporation in a pilot operation 
to reduce the floating supply of stocks 
being carried by brokerage firms in their 
own names and to avoid the necessity 
for daily deliveries of stock certificates 
in clearing. Under the pilot operation, 
certificates for a limited number of 
stocks listed on the New York Stock 
Exchange, are held by a bank in the 
name of a nominee partnership. The 
stock certificates are in large denomina- 
tions and the respective interests of the 
participating firms therein are reflected 
on the bookkeeping records maintained 
by the corporation. Transfers are made 
only for delivery to a nonparticipant 
firm (or its customer) or to a customer 
of a participant firm who wishes to take 
down certificates in its own name. The 
ability to identify through reference to 
certificate numbers is lost when the par- 
ticipating firms deposit stock held for 
investment along with customers’ securi- 
ties and securities held as dealers; how- 
ever, bookkeeping records clearly desig- 
nate that a certain number of shares are 
held for investment. 

The Code provides that dealers in se- 
curities may maintain investments in se- 
curities on which they will realize capi- 
tal gain or loss, instead of ordinary in- 
come or loss, provided the securities are 
identified as investment securities within 
thirty days of purchase. 

The IRS rules that where investment 
securities of a brokerage firm are de- 
with 
operation with a bank as transfer agent, 


posited in accordance such an 
to be held in the name of the nominee 
partnership, together with similar securi- 
ties of that firm and other participating 
firms held for sale to customers in the 
ordinary course of business, such securi- 
ties do not qualify as clearly identifiable 
investment securities. Accordingly, any 
gain on the sale of such securities is or- 
dinary income. Rev. Rul. 59-332. 


Savings and loan association dividends 
deductible when withdrawable [Acqui- 
escence|. Taxpayer, a Federal savings 
association, declared a divi- 


and loan 


dend for the six months ended 12/31/ 
51. Checks for the dividends on its in- 
vestment shares were dated 12/31/51 but 
were not mailed until January, 1952 and 
could not be picked up by the share- 
holders earlier. Dividends on savings 
shares were credited to shareholders’ ac- 
counts as of 12/31/51 but could not be 
withdrawn before January, 1952. This 
method had been followed by taxpayer 
consistently for many years until a new 
ruling was issued in December, 1952 by 
the regulatory Home Loan Bank Board 
wherein payment of dividends was 
allowed on the last day of the dividend 
period. Accordingly, taxpayer declared a 
dividend as of 12/31/52, allowed its 
investment shareholders to pick up their 
checks that day and mailed the balance 
that had not been called for, before the 
close of that day’s business. It also 
allowed withdrawal of dividends on say- 
ings shares on the same day and some 
were actually withdrawn. Taxpayer in 
its return for the year ended 12/31/52 
relied on the Code provision which 
allows savings and loan associations de- 
ductions for dividends paid or credited 
during the year to claim deductions for 
both dividends. The Tax Court allowed 
both dividend deductions in the same 
year because of the Regulations which 
have construed the Code provisions to 
mean that dividends are deductible in 
the year in which they are withdraw- 
able and both dividends here were 
withdrawable in 1952. Hancock Federal 
Savings & Loan Assoc. of Chester, 32 


TC No. 75, acq. IRB 1959-38. 


Timber contract was lease; lessor has 
ordinary income. The Code _ permits 
capital gain on disposal of timber held 
for more than six months by one who 
retains an economic interest in the 
timber. The Regulations provide that 
a taxpayer retains such economic in- 
terest where payments to him are at- 
tributable to the severance or sale of 
the timber. Taxpayer here, owner of 
timberlands, leased his property for 66 
years for fixed annual payments. The 
lessee was given the right to cut and 
remove a specified quantity of timber 
annually. Since this taxpayer had a right 
to fixed annual payments regardless of 


the timber cut, the Tax Court rules that 
he did not have an economic interest, 
and therefore has ordinary income. Not- 
ing that the contract itself referred to 
the parties as lessor and lessee and the 
income as royalties, the court finds that 
this is merely a lease and the payments 
are rents irrespective of the wording of 
the lease. Lawton Estate, 33 TC No. 6. 


Bank’s bad debt deduction limit com- 
puted on income before dividend deduc- 
tion. A mutual savings bank in comput- 
ing an addition to its bad debt reserve 
must limit such addition to the amount 
of its taxable income computed without 
regard to deductions dependent on 
amount of net income. The computa- 
tion of taxable income for such limita- 
tion is to be made without regard to the 
85% deductions for dividends received 
[similar to the old dividends-received 
credit.—Ed.] Rev. Rul 59-331. 


Cemetery taxable on perpetual care 
funds. Taxpayer, a cemetery corpora- 
tion, received trust funds for perpetual 
care of burial plots. The court dis- 
tinguishes between its tax treatment as 
a trustee and as a profit corporation. As 
a trustee, it collects municipal bond 
interest. That is taxfree. But when the 
trust pays over the income, taxpayer- 
corporation receives it as compensation 
for perpetual care of the cemetery. That 
is taxable income. Metairie Cemetery 
Association, DC La., 10/6/59. 


Exclusion of FHA loans from banks 
bad-debt reserve computation upheld. 
Taxpayer bank used the 20-year moving 
loss average ratio for computing its an- 
nual addition to bad debts. In figuring 
the loss experience during the 20-year 
period, in accordance 
with the Commissioner’s ruling, ex- 
cluded Title If FHA loans. The reason 
for this is that such 
government insured 


base taxpayer, 


leans are 
should not 
affect the provision for loss on ordinary 


rule 
and 


loans. However, in the annual increase 
in the bad debt reserve, taxpayer ap- 
plied the ratio to its total loans out- 
standing, including Title II loans. The 
parties attempted to confine the issue 
before the court to the question whether 
these fully insured. The 
court however, in upholding the Com- 
missioner, bases its ruling on the broad 
ground that taxpayer did not show the 
Commissioner’s allowance was not rea- 
sonable. Miners’ National Bank of 
Wilkes-Barre, 33 TC No. 5. 


loans were 
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Partnership or S corporation? A check 


list of the tax factors in the choice 


by MORTIMER M. CAPLIN 


This detailed comparison between the taxation of partners and taxation under 


Subchapter S is a comprehensive check list of the points to be considered in making 


the decision whether to operate as a partnership or as an electing corporation. 


a Wrgeeass S RESEMBLES the taxation 
of partnerships only in the remotest 
sense. Actually, it creates a new, hybrid 
and extremely complex tax system. It is 
true that an S corporation, like a part- 
nership, is not a taxable entity; income 
taxation is imposed upon the respective 
participants; but at this point the simi- 
larity ceases, for the variations between 


the two are myriad. 


Taxable year 


A partnership may not adopt, or 
change to, a taxable year other than 
that of all its principal partners unless 
it demonstrates a business purpose to 
the Commissioner’s satisfaction. In con- 
trast, 2 new S corporation has complete 
freedom in selecting an initial fiscal 
year, permitting deferral of income tax 
for as much as 11 months along with 
many other tax-saving possibilities. 


Compensation arrangements 


A partner is not an employee under 


the Internal Revenue Code; a share- 
holder of an S corporation could be. 
Consequently, only the latter could qual- 
ify for tax benefits under qualified 
deferred compensation plans, accident 
health 


ployer rules, group term life insurance, 


and plans, convenience-of-em- 
employee death benefits, as well as re- 
stricted stock options. Numerous com- 
therefore 
available to an S corporation but de- 


pensation arrangements are 


nied to a partnership. 


Character of income and deductions 


The partnership is a true conduit: 


the character of receipts or deductions 


is determined at the partnership level 





and then transferred to the individual 
partners. An S corporation operates al- 
most completely contrarywise; for its tax- 
able income is computed at the cor- 
porate level with no carry-through to 
shareholders of income or deduction 
characteristics, except as to net long- 
terms capital gain. For example, while 
interest on the obligations of a munici- 
pality is not part of the S corporation's 
taxable income, it would be included in 
earnings and profits and 
dividend treatment on 
actual distribution to shareholders. Simi- 
larly, while the S corporation’s taxable 
income is reduced by a percentage de- 
pletion deduction, its earnings 
profits would only be charged with cost 
depletion; and actual distributions to 
shareholders could result in dividends 
beyond the corporation’s taxable in- 
come for the year. Another illustration 
of this non-characterization rule is the 
S corporation’s receipt of dividends from 
other corporations: 


C orporate 


could bring 


and 


for, regardless of 
subsequent distribution of these divi- 
dends, S shareholders would not obtain 
a dividends received credit, retirement 
income credit or $50 exclusion. 

The single characterization exception 
in Subchapter S is the special recogni- 
tion given to a shareholder’s pro rata 
share of the excess of the corporation’s 
net long-term capital gain over its net 
short-term capital loss. Yet, even in this 
instance, capital gain treatment is 
limited to the shareholder’s share of the 
corporation’s taxable income and does 
not conform to the partnership pattern 
in several important respects. 

For example, if an S corporation has 
a $100 net gain under Section 1231, 


long-term capital gain is available 
despite a shareholder’s individual $100 
net loss under this same Section. In 
effect, he would pay a 50% tax on the 
$100 received from the corporation, and 
would be allowed a full $100 deduction 
for his personal Section 1231 loss. Under 
the partnership form, these two trans- 
actions would offset each other, which 
seems the more desirable result. 

Again, if there were $100 net long- 
term capital gain but $100 net operating 
loss, the absence of taxable income 
would deny capital gain reporting by S 
shareholders; although in a partnership 
the conduit approach would assure $100 
long-term capital gain as well as $100 
ordinary loss. Further, a net capital loss 
of an S corporation does not pass 
through to shareholders, but is appar- 
ently available at the corporate level 
for 5 years as a capital loss carryover. 
In a partnership, the partners immedi- 
ately incorporate net capital loss into 
their individual income tax returns. 


Appreciated property 


Property contributed on organization 
of a partnership or S corporation will 
usually retain the basis of the transferor 
participant. And any discrepancies be- 
tween basis and fair market value may 
have a sharp effect upon the amount of 
depreciation or, in a later sale or other 
taxable event, the amount of gain or 
loss. In the partnership form, adjust- 
ments are allowed among the partners 
to compensate for this differential; but 
no similar provision exists under Sub- 
chapter S. 


Distributive shares 


A partner’s distributive share of any 
item of income, gain, loss, deduction 
or credit may be determined by the 
partnership agreement—if the principal 
purpose is Under 
Subchapter S, such an allocation would 
not be possible despite a business pur- 
pose. 


not tax avoidance. 


Limitations on deductions 


There are a number of doll: 
centage ceilings in the Cod 


per- 
niting 
deductibility or exclusion of an item 
in the computation of taxable income. 
Examples are: $50 exclusion for divi- 
dends received; $1,000 deduction limita- 
tion for excess capital losses; $50,000 
deduction limitation for hobby losses; 
$100,000 deduction limitation for ex- 
ploration expenditures; percentage limi- 
tation on charitable contributions; and 
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percentage limitation on soil and water 
conservation expenditures. All of these 
are applicable to partnerships, with the 
limitations apparently imposed at the 
individual partner level. The effect, 
however, is quite different under Sub- 
chapter S: thus, in the above examples, 
the first three would have no applica- 
tion to the S$ corporation, while the last 
three would be determined at the cor- 
porate level. 


Income shifting and splitting 


Income shifting through family part- 
nerships is sharply limited by statute 
and regulations. For example, a transfer 
of all or part of a partner’s interest 
during the partnership’s taxable year 
would require a pro ration of current 
income on a daily basis. Much greater 
freedom is allowed under Subchapter S, 
particularly the provision which taxes 
undistributed taxable income for an en- 
tire year on the basis of share owner- 
ship on the last day of the corporation’s 
taxable year. So long as a transfer of 
stock is bona fide, a shift of an entire 
year’s corporate income may be ac- 
complished on the last day of the year. 
The only limitation is that contained in 
Section 1375(c), permitting the Com- 
missioner to apportion and allocate “to 
reflect the value of services rendered to 
the corporation” by shareholders within 
the family group. 

Furthermore, with a new S corpora- 
tion’s freedom to select a fiscal year 
overlapping that of its shareholders, in- 
come can be split for the same share- 
holder between two taxable years: with 
cash distributions early in the corporate 
year taxed to him in his year of actual 
receipt, and the balance of the cor- 
poration’s taxable income taxed to him 
in his taxable year in which the cor- 
poration’s fiscal period ends. Had a 
involved, both his 
guaranteed payments and his distribu- 
tive share of partnership items, actually 
or constructively received, would be 


partnership been 


bunched in a single taxable year—his 
taxable year in which the partnership 


year ends. 


Net operating losses 

A partner’s distributive share of part- 
nership losses is allowed to the extent 
of the adjusted basis of his interest in 
the partnership at the end of the part- 
nership year in which the loss occurred. 
In addition, a suspense account is estab- 
lished for any excess; and the partner 
is allowed a deduction at the end of 


any succeeding partnership year in 
which his adjusted basis increases sufh- 
ciently to offset any remaining unused 
loss. This flexibility is not available to 
the S shareholder; for his share of loss 
—‘“the sum of the portions of the cor- 
poration’s daily net operating loss at- 
tributable on a pro rata basis to the 
shares held by him on each day of the 
taxable year”—is limited to his total ad- 
justed basis for stock and for cor- 
porate indebtedness owed to him. To 
absorb an excess loss, the § shareholder 
must increase his basis pro tanto not 
later than the close of the corporation's 
loss year; otherwise this possible deduc- 
tion is forfeited forever. 


Inside sales 


A taxable sale of appreciated property 
by an organizer may bring different re- 
sults depending on whether the pur- 
chaser is a partnership or an S corpora- 
tion. Partnership provisions are more 
restrictive here; for, under Section 707, 
capital gain is denied the partner (a) 
if the property is not a capital asset in 
the hands of the transferee-partnership 
and (b) if the selling partner, under a 
broad constructive ownership test, owns 
more than 80% of the capital or profits 
interests of the partnership. Yet, the S 
shareholder, under the limited coverage 
of Section 1239, would lose capital gain 
treatment only if (a) the property was 
depreciable in the hands of the corpora- 
tion and (b) the selling shareholder, 
“his spouse, and his minor children and 
minor grandchildren” together owned 
more than 80% in value of the out- 
standing stock. 


Distribution in kind 


Distributions in kind present few 
problems to a partner, except for col- 
lapsible items—i.e., unrealized receiv- 
ables and substantially appreciated in- 
ventory. Generally, no taxable event is 
involved: in current distributions, the 
partner takes over the partnership’s tax 
basis; in liquidation, the partner allo- 
cates the basis of his interest in the 
partnership among the distributed assets 
in proportion to their adjusted bases to 
the partnership. Subchapter S has an 
entirely different approach. 

Asset distributions are received by an 
S shareholder at fair market value, and 
taxation may result under a number of 
common circumstances. In current dis- 
tributions, for example, the existence of 
current or accumulated earnings and 
profits may bring ordinary dividend 


Taxation of partnerships + 33 


[Mr. Caplin, who is counsel to the firm 
of Perkins, Battle & Minor, Charlottes- 
ville, Virginia, is also professor of law 
at the University of Virginia Law School. 
This article is adapted from his paper 
presented to the Ways and Means Com- 
mittee; a fully footnoted version will 
appear in the January 1960 issue of the 
Virginia Law Review.) 





treatment to the shareholder. This could 
follow under the proposed Regulations 
even though his previously-taxed-income 
account was greater than the value of 
the property distribution. Or, it could 
result from a stock redemption essen- 
tially equivalent to a dividend. The 
best the shareholder could hope for 
would be capital gain on the excess of 
the distributed property’s value over his 
stock basis, which would be the auto- 
matic rule if there were no earnings 
and profits. In liquidation, the § share- 
holder would similarly realize capital 
gain on the excess value of the property 
over his stock basis—unless election was 
made for special treatment under Sec- 
tion 333. 


Previously taxed income 


In the partnership form, no special 
difficulties arise in withdrawing previ- 
ously taxed income—whether the distri- 
bution be in cash or other property, or 
whether the withdrawing party be the 
originally taxed partner, his donee, ex- 
ecutor, or outside purchaser of his in- 
terest. Generally, gain will be recog- 
nized only to the extent that a money 
distribution exceeds the adjusted basis 
of the then partner’s interest, and this 
will usually be treated as capital gain. 
In contrast, distribution of previously 
taxed income of an § corporation is 
surrounded by many qualifications and 
complexities: 

(1) Its benefits are not transferable, 
and it is treated as a nondividend dis- 
tribution only if made to the person 
who paid the tax on the original in- 
come. Neither the donee, estate of the 
shareholder, nor any purchaser of his 
stock, could take advantage of his previ- 
ously taxed income account. The trans- 
feror-shareholder, however, may regain 
his preferred position by again becom- 
ing a shareholder while the S corpora- 
tion is subject to the same election. 

(2) Under the proposed Regulations, 
it is regarded as a nondividend distri- 
bution only if made in cash, for “a dis- 
tribution of property other than money 
or a distribution in exchange for stock, 
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or a constructive distribution under Sec- 
tion 1373(b), are never a distribution of 
previously taxed income.” 

(3) The amount available for non- 
dividend distribution must be reduced 
not only by prior nondividend distri- 
butions but also by net operating losses 
allowable to shareholders for prior tax- 
able years. 

(4) If the subchapter S election is 
terminated for any reason—whether by 
disqualification, voluntary revocation, or 
nonconsent by new shareholders follow- 
ing death or otherwise—any undistrib- 
uted previously taxed income forever 
loses its special status. 

Of course, the nondividend treatment 
of previously taxed income has signifi- 
cance only if the S corporation has ac- 
cumulated earnings and profits or cur- 
rent earnings in excess of taxable in- 
come. Otherwise, distributions could still 
be taxfree under Section 302(c)(2). 


Collapsible items 


There is no coordination between the 
partnership provisions and Subchapter 
S on collapsible items. Nor, for that 
matter, is there coordination between 
Section 341 for collapsible corporations 
and the use of Subchapter S to avoid 
this penalty treatment—although the 
proposed Regulations seek to narrow 
the gap. 

Following the distribution of a part- 
nership inventory item, for example, the 
distributee partner will realize ordinary 
gain or loss if he disposes of the property 
within five years. There is no such auto- 
matic rule for an § shareholder. Again, 
on a partner’s sale or exchange of his 
partnership interest, or upon certain 
disproportionate distributions to him, 
an allocation is required under objective 
standards for unrealized receivables and 
substantially appreciated inventory, with 
partial ordinary income treatment. In 
contrast, an § shareholder would have 
to run the gamut of Section 341, with 
all-or-none ordinary income dependent 
upon the intention of shareholders and 
other intracacies of that involved pro- 
vision. Further, there is no similarity 
of definition of a collapsible item under 
Section 751 for partnerships and Section 
341 for corporations, and totally dif- 
ferent tax consequences could occur de- 
pendent upon the type organization in- 
volved. 


Buy-out arrangements 


On buy-out of the venturer’s interest 
after death or retirement, contrasting 
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tax results may follow dependent upon 
whether the purchaser is a partnership 
or S corporation. Liquidating payments 
by a partnership to a retiring partner 
or successor of a deceased partner will 
generally be treated as a purchase of the 
partner’s share of partnership property 
to the extent of the fair market value 
of this property. Amounts paid in ex- 
cess of this value will be treated as a 
distributive share of partnership income 
or as a guaranteed payment. Special 
provisions are made for unrealized re- 
ceivables and good will of the partner- 
ship: payment for the former is never 
treated as a purchase of the partner's 
share of partnership property, while 
payment for the latter is not considered 
such a purchase unless the partnership 
agreement so provides. If a purchase 
is involved, payments in excess of basis 
of the partner’s interest in the partner- 
ship usually produces capital gain, with 
the remaining partners receiving no de- 
duction for the amounts paid. But if 
the payments constitute a distributive 
share or guaranteed payment, the retir- 
ing or successor partner report this as 
ordinary income, while the remaining 
partners are able to reduce their tax- 
able income. 

S shareholders must look to general 
corporate provisions under Subchapter 
C for taxation of their buy-out arrange- 
ments. Under Section $02(a), the pay- 
ments may qualify as a purchase with 
capital gain treatment for any excess 
over the seller’s stock basis. At the same 
time, the broad constructive ownership 
rules of Sections 302(c) and 318 may 
convert the redemption into a dividend 
distribution with ordinary income con- 
sequences. Special relief may be found 
in Section 303, treating certain redemp- 
tions of a deceased shareholder’s stock 
as a purchase to the extent of death 
taxes and funeral and administration 
expenses. However, in some corporate 
purchases there also exists the possi- 
bility that the continuing shareholders 
will be threatened with having received 
constructive dividends. Of course, the 
existence of current or accumulated 
earnings and profits would always be a 
prerequisite to possible dividend conse- 
quences. 


Death 


On the death of a partner, the taxable 
year of the partnership docs not gener- 
ally close for him before the end of 
the partnership’s regular taxable year. 
Exceptions to this would occur only on 








(a) prior termination of the partner- 
ship, (b) prior sale of the deceased part- 
ner’s interest to outsiders or remaining 
partners, or (c) under the Regulations, 
prior completion of liquidation of his 
interest. Under the general rule, there- 
fore, his final income tax return does 
not include -even his distributive share 
for the portion of the partnership year 
up to his death—whether or not he 
withdrew this during his lifetime. This 
portion, along with any remaining dis- 
tributive share for the balance of the 
year, is reported in full by his estate 
or successor in interest in its taxable 
year in or with which the partnership’s 
taxable year ends. Some tax relief is 
provided in the Regulations by making 
Section 691 applicable to decedent's dis- 
tributive share for the short period end- 
ing with his death, and an income tax 
deduction is available to the recipient 
of this income in respect of a decedent 
equal to the portion of the estate tax 
paid attributable thereto. 

Death of an S shareholder produces 
completely dissimilar tax treatment. As a 
separate legal entity, the corporation 
continues in existence but its qualifi- 
cation under Subchapter S will end un- 
jess the estate files a consent within the 
30-day period after the appointment of 
an executor or administrator—such pe- 
riod to begin not “later than 30 days 
following the close of the corporation’s 
taxable year in which the estate became 
a shareholder.” Further, should the 
stock pass to a testamentary trust, the 
election would be lost immediately for 
such ownership falls outside the defini- 
tion of a small business corporation. 

If the estate consents to continuing 
the S election, it will pay income tax 
on the entire year’s undistributed tax- 
able income based upon its proportion- 
ate shareholdings at the end of the cor- 
poration’s fiscal year. This probably will 
result in both an estate tax and a full in- 
come tax, as pre-death undistributed 
taxable income does not seem to qualify 
under Section 691. To the extent that 
decedent received actual distributions 
out of current earnings and profits, in- 
clusion is required in his final income 
tax return, with a compensating reduc- 
tion in the constructive dividend tax- 
able to the estate. In contrast, if the 
election were continued but the cor- 
poration sustained a net operating loss 
for the year, the estate could claim only 
a portion of the loss based upon the 
number of days it held stock during the 
corporation’s taxable year. And, begin- 
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ning January 1, 1960, the pre-death 
share of the year’s loss would be avail- 
able as a deduction in decedent's final 
income tax return. 

Finally, there is the locked-in problem 
of previously taxed income. As noted 
above, the right to nondividend distri- 
butions of this income is personal in 
nature and cannot be transferred even 
by death. Consequently, if the S$ corpora- 
tion had accumulated earnings and 
profits, or if there existed a discrepancy 
between taxable income and current 
earnings and profits, withdrawal by the 
estate of decedent’s previously taxed in- 
come would result in ordinary dividend 
treatment. 


Organizational expenses 


Organizational expenses are often sub- 
stantial. They include fees for legal 
services incident to organization, fees 
for necessary accounting services, costs 
of organizational meetings, and fees 
paid to state and local bodies. For part- 
nerships, the Tax Court has held them 
to be capital expenditures and not de- 
ductible. Since 1954, however, Section 
248 permits corporations—which would 
include S$ corporations—to elect to treat 
them as deferred expenses deductible 
ratably over a period of 60 months or 
more. 


Miscellaneous 


Many other discrepancies exist be- 
tween the tax treatment of partners and 
S shareholders. Examples of unique 
partnership provisions are: optional ad- 
justment to the basis of undistributed 
partnership property; optional adjust- 
ment to the basis of partnership proper- 
ty on transfer of an interest in a part- 
nership; transferee partner's special 
basis under Section 732(d); alternative 
rules for determining adjusted basis of 
a partner’s interest; termination on sale 
or exchange of 50% or more of the 
total interest in partnership capital and 
profits, etc. 

Subchapter S thus resembles the tax- 
ation of partnerships only in the re- 
motest sense. Actually, it creates a new, 
hybrid and extremely complex tax sys- 
tem. 


Earnings and profits 

One of the extreme complicating fac- 
tors inherent in Subchapter S is the 
treatment of earnings and profits. In its 
basic form under Subchapter C, this 
elusive concept has as its principle pur- 
pose the measurement of dividend dis- 


tributions. However, its policing prob- 
lem is much more involved under Sub- 
chapter S. In the first instance, earnings 
and profits serve as a ceiling in deter- 
mining the normal annual taxability of 
S shareholders on actual and construc- 
tive dividends, and in determining the 
extent of the special treatment to be 
given to § dividends. At the same time, 
the definition of earnings and profits 
is kept flexible enough to reach addi- 
tional distributions by old corporations 
with accumulated earnings and profits, 
corporations in receipt of items not in- 
cludible in taxable income, and cor- 
porations incurring losses or expendi- 
tures not allowable as tax deductions. 


Three-tier system 


Subchapter S also emphasizes the im- 
portance of distinguishing between cur- 
rent and accumulated earnings and 
profits. Thus, under Section 1373(c), 
undistributed taxable income is com- 
puted by subtracting from taxable in- 
come all money distributions out of cur- 
rent earnings and profits. And under 
Section 1375(b), only actual or construc- 
tive distributions out of current earn- 
ings are denied the dividends received 
credit, retirement income credit and 
dividends exclusion—but for this pur- 
pose, current earnings and profits are 
deemed to be never greater than the 
corporation’s taxable income. In all 
events, amounts not allowable as deduc- 
tions in computing taxable income may 
not, under Section 1377(b), reduce cur- 
rent earnings and profits. 

Modification of the current account 
may, accordingly, have numerous tax 
consequences under Subchapter S, and 
additional attention will have to be 
given to its precise computation. It is 
of importance to shareholders that cur- 
rent earnings and profits will be in- 
creased by the excess of percentage de- 
pletion over cost depletion and by the 
receipt of all income exempted by 
statute, such as municipal bond interest 
and life insurance proceeds. Also of 
significance is that a net capital loss 
will generally decrease earnings and 
profits, but for Subchapter S purposes 
will not affect the current account as it 
is not an allowable tax deduction. 

In view of this pressure on the cur- 
rent account, the proposed Regulations 
establishes a three-tier system for al- 
locating current earnings and _ profits. 
In the first tier are actual money distri- 
butions not in exchange for stock—and 
current earnings and profits must first 
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be allocated here. If there is any ex- 
cess current earnings, it falls within the 
second tier and is allocated ratably to 
(a) constructive distributions of undis- 
tributed taxable income and (b) actual 
distributions in kind not in exchange 
for stock, which, for allocation purposes, 
are taken into account at fair market 
value. Finally, in the third tier, the re- 
mainder of such earnings is available 
for allocation to any distributions in 
exchange for stock—such as distributions 
under Section 302 or 331. 


Previously taxed inco*1e 


Another complicating factor arises 
from distributions of previously taxed 
income (PTI). These distributions are 
not considered dividends and do not re- 
duce earnings and profits. However, in 
what seems an unnecessary extension of 
the statute, the proposed Regulations 
grant nondividend treatment only to 
money distributions of PTI. And, con- 
sistent with the foregoing three-tier sys- 
tem, these Regulations recognize a PTI 
distribution only when money distribu- 
tions exceed the corporation’s current 
earnings and profits. 

Before a shareholder receives credit 
for PTI, therefore, the full current earn- 
ings account must be exhausted. Under 
this interpretation, a shareholder could 
be taxed in one year on more than the 
corporation’s taxable income, regardless 
of a large PTI account: on cash distri- 
butions equal to the taxable income of 
the year plus cash distributions equal to 
the amount by which the determination 
of current earnings exceeds the compu- 
tation of taxable income. 

Distributions in kind add further PTI 
problems. Such a distribution, being in- 
eligible for mnondividend treatment, 
would be charged in the second tier 
against any remaining current earnings. 
If there were no such excess, then the 
distribution in kind would be taxable 
as a dividend to the extent of any ac- 
cumulated earnings. Thus, despite the 
existence of large PTI, a shareholder 
could again be taxed in one year on 
more than the corporation’s taxable in- 
come: on cash distributions representing 
the taxable income of the year plus 
the value of distributions in kind. Dis- 
crepancies between the computation of 
taxable income and the determination 
of current earnings and profits might 
themselves create a current earnings re- 
serve sufficient to convert the distribu- 
tion in kind into an ordinary dividend. 

If there were merely an accumulated 
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earnings account, distributions in kind 
would be costly while cash distributions 
equivalent to the PTI account would be 
taxfree. Accordingly, § shareholders may 
attempt tax-savings by first distributing 
cash and then using these funds to pur- 
chase corporate assets. A current tax on 
capital gain would certainly be prefer- 
able on a short term basis to ordinary 
dividend treatment for distributions in 
kind. Of course, if no accumulated or 
existed, a 

in kind 


current earnings balance 


straightforward distribution 
would be more advantageous. 

As a final fillip, the proposed Regula- 
tions provide for a new PTI election: 
the S corporation, with the consent of 
all shareholders, may elect to treat distri- 
butions as coming from accumulated 
earnings and profits rather than from 
PTI. In other words, shareholders may 
decide to have money distributions in 
excess of current earnings taxed im- 
mediately as dividends to the extent 
of accumulated earnings. If the election 
is not made, automatic nondividend 
treatment will follow for the PTI bal- 


ance, 


Tax planning 


From all of this, it becomes apparent 
that a great deal of planning is neces- 
sary to determine the optimum tax re- 
sults for § shareholders. This is particu- 
larly true when the S corporation’s fiscal 
year differs from the taxable year of the 
shareholders. 

Distributions in kind, for example, at 
the beginning of the corporation’s year 
may have their tax treatment completely 
altered by cash distributions at the year’s 
end. If there had been no casi: disiribu- 
tion, the distribution in kind in the 
shareholder’s taxable year would be a 
second-tier distribution of current earn- 
ings, participating on a parity with un- 
distributed taxable income. However, 
this would be changed by the corporation 
distributing its current earnings in cash 
at the end of its fiscal year—falling in 
the shareholder’s taxable year succeeding 
his receipt of distributions in kind. The 
first-tier nature of this subsequent dis- 
tribution would exhaust current earn- 
ings, thus stripping the prior distribu- 
tions in kind of its current dividend 
status. Consequently, if there were no 
accumulated earnings, the prior year’s 
distribution in kind would retroactively 
be converted into a return of capital, 
with its value in excess of stock basis 
qualifying for capital gain treatment. 


Thus, when the taxable year of the 
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corporation includes portions of two 
taxable years of the shareholder, his 
prior year’s income tax return may have 
to be amended to reflect a change in 
his tax caused by voluntary corporate 
action at its year’s end. This could oc- 
cur through distributions in kind just 
described, and could likewise occur 
through the requirement that capital 
gains be allocated ratably to the various 
distributions of current earnings. 


Incentives for indebtedness 


As noted above, a shareholder’s PTI 
position may be jeopardized by any of 
the following events: (1) transfer of all 
his stock by death, gift or otherwise; 
(2) termination of the S election for 
any reason; and (3) corporate net 
operating losses. S corporations can 
avoid these problems by distributing 
by the end of each year the full amount 
of their current taxable income. 

If the corporation cannot spare these 
funds, shareholders may be called upon 
to return the distributions by way of 
loans. The resulting distribution-lend- 
backs may thus create a whole series of 
new tax problems: whether the transac- 
tions are to be telescoped or disre- 
garded as a sham; whether they, in fact, 
constitute distributions of corporate ob- 
ligations; whether they are contribu- 
tions to capital rather than true loans; 
whether, if they initially seem to be 
loans, they are to be ultimately treated 
as equity under the thin incorporation 
doctrine. 

In other words, the use of shareholder- 
held debt will be encouraged, and the 
debt-versus-equity problem will be ac- 
centuated in new proportions. The ulti- 
mate classification is extremely crucial 
under Subchapter S; for a determination 
that equity was intended may be held to 
create a second class of stock, disquali- 
fying the election in its entirety. 

This special problem under Subchap- 
ter S has a bearing upon the advisability 
of adopting a debt-equity ratio rule, 
similar to the proposed Code Section 
$17(c)—contained in Section 10 of HR 
4459. Before such legislation is approved, 
its adequacy in the context of Subchap- 
ter S should be clearly tested. 


Proposals for change 


Technically, Subchapter S contains 
many structural weaknesses and com- 
plexities. Also, distinctions it makes are 
often indefensible and inequitable. De- 
spite only one year’s experience under 


these provisions, Congress would be 


justified in striking it from the Code as 
bad law, not worthy of retention even 
in modified form. 

There may be a desire, however, for 
continued efforts to draft a_ statute 
which would effectively permit small 
businesses to select forms of organiza- 
tion “without the necessity of taking 
into account major differences in 
tax consequences.” If this pressure ex- 
ists, Subchapter S should be brought as 
close to partnership taxation as is pos- 
sible. One approach would be that em- 
ployed by the Senate Finance Committee 
in HR 8300: i.e., treat the electing cor- 
portation as a partnership under Sub- 
chapier K, subject to modifications con- 
tained in the regulations. Or, if this 
administrative latitude is deemed objec- 
tionable, the statute might generally 
follow Subchapter K, but set forth the 
chief points of divergence required to 
accommodate the idiosyncracies of the 
corporate form. 

As another alternative, Subchapter S 
might be retained as a skeleton, with 
major amendments to eliminate its most 
objectionable features. If this were to 
be the pattern, legislation along the fol- 
lowing lines would seem desirable. 

(1) The statute should be limited to 
new corporations. This would avoid the 
difficulties now encountered in adjusting 
for pre-election accumulated earnings 
and profits. Further, if the earnings and 
profits concept is then retained at all, its 
definition under Subchapter S should 
coincide with the definition of taxable 
income under Section 1373(d). 

(2) Consideration should be given to 
modifying the definition of small busi- 
ness corporation. In addition to the 10- 
shareholder rule, a dollar ceiling might 
be added comparable to Section 1244 
(c)(2). Related to this, the statute would 
seem improved by deleting the prohibi- 
tions against foreign income and _ per- 
sonal holding company income. 

(3) Events causing termination of an 
election should be reconsidered and 
further limited. Death, for example, 
need not retroactively defeat the elec- 
tion for the year in which death occurs 
despite the estate’s refusal to give its 
consent. Transfers of smali stock inter- 
ests, also, might not require automatic 
termination if the transferee did not 
consent. 

(4) The right to renew an election 
should be severely curtailed, particularly 
if the causes of termination are reduced. 
Freedom to shift back and forth be- 
tween business forms creates tax-avoid- 
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ance possibilities which far outweigh the 
advantages of adding more flexibility. 

(5) The corporation’s fiscal year 
should generally be limited to that of 
the principal shareholders, unless an- 
other period is supported by valid busi- 
ness reasons. In all events, a shareholder 
should be required to report his share 
of the corporation’s full taxable income 
in his taxable year in which or with 
which the corporation’s year ends. 

(6) Taxable income should be allo- 
cated among shareholders based upon 
their proportionate shareholdings for 
each day of the year—similar to the al- 
location of net operating losses. 

(7) Shareholders should not be con- 
sidered employees, except possibly those 
holding less than 5% of the outstanding 
stock under a broad constructive owner- 
ship test. 

(8) Distributions in kind as well as 
in money should be charged against 
current earnings, and should be eligi- 
ble for effecting PTI distributions when 
current earnings are accounted for. 

(9) The of the 
PTI account should be preserved de- 


nondividend status 
spite stock transfers or termination of 
election, and should not be reduced by 
net operating losses. Further, greater 
latitude should be allowed in making 
PTI withdrawals. If only new corpora- 
the §S 
election and if earnings and _ profits 


tions are permitted to make 


are made to coincide with taxable in- 





come, PTI problems would arise pri- 
marily on termination of election. 

(10) Similar to a partner, an S share- 
holder should be permitted to claim 
any unused net operating loss in any 
year in which his stock or debt basis 
increases sufficiently to absorb his re- 
maining share of the loss. 

These are the major areas calling for 
modification. A more comprehensive 
program would involve adopting the 
partnership rules for (1) characterization 
of income and deductions, (2) capital 
gains and losses, (3) collapsible items, 
(4) dealings between shareholders and 
corporation, (5) current and liquidating 
distributions, and (6) payments to a 
retiring or deceased shareholder. While 
these additional changes are desirable, 
it is believed that the separately item- 
ized proposals would eliminate most of 
the weaknesses, complexities and _ in- 
equities of the existing statute. 

The capital gain pass-through to share- 
holders has been cited as a principal 
source of abuse, but this would be 
minimized if Subchapter S is limited to 
new corporations only. Proper handling 
of the capital gain problem would re- 
quire provisions which, like the pro- 
posed Regulations, test the capital na- 
ture of an asset by its character in the 
hands of the would 
also involve inquiry into the entire 


shareholders. It 


field of multiple corporations — a pro- 
ject worthy of full, immediate study. 


New partnership decisions this month 


Family partnership, invalid previously, 
qualifies under 1951 rules. Taxpayers, 
husband and wife, were partners in a 
shoe distributing business. They created 
a trust for the benefit of each of their 
two children and made a gift of a 15% 
interest in the partnership to each trust. 
Although a District Court and a Court 
of Appeals had in prior years refused to 
recognize the trusts as partners, the Tax 
Court now recognizes them. Taxpayers 
are not estopped by the prior decisions 
since there are new facts and there had 
been a change in the law. The Court 
finds that the trusts qualify as partners 
under the 1951 Code amendment since 
they own an interest in a partnership in 
which capital is a material income pro- 
ducing factor. Genuine ownership of a 
capital interest was established by the 
facts that the trusts were held out as 
partners, that the trusts received dis- 
tributive shares of the partnership in- 


come and, later, a 15% stock interest in 
a corporation formed to take over the 
partnership business. The acts cited by 
the government to show that taxpayers 
retained control over the trusts were: 
complete management by taxpayer 
parents; the charging all partnership 
contributions to the parents’ shares and 
the charging the trusts with their share 
of income tax deficiencies in prior years. 
Each act was reasonable under the cir- 
cumstances. Smith, 32 TC No. 123. 


Trusts for children recognized as part- 
ners. Taxpayer, a builder, made gifts 
in trust for the benefit of his children 
and formed a limited partnership with 
the trusts. The court finds the compen- 
sation paid taxpayer for his services was 
fair and that the partnership interests 
of the trust were in proportion to their 
capital contributions. The partnership 
is recognized. Peterson, DC Ky., 9/2/59. 
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Medical partnership between physician 
and bookkeeper-wife valid. Taxpayer's 
husband, a doctor, had been a member 
of a medical partnership which termi- 
nated. Taxpayer and husband then 
formed a new partnership to render 
medical services. Taxpayer contributed 
her community interest in certain medi- 
cal equipment and managed the admin- 
istrative financial affairs of the 
business, the same duties performed by 
her as an employee of the old part- 
nership. The new partnership adopted a 
fiscal year ending 3/31 so that tax- 
payer’s husband would not have to re- 
port in the first year his distributive 
share of both the old. and new partner- 
ship income. The Tax Court recognizes 
the partnership and finds that its in- 
come is not taxable to taxpayer or her 
husband until the end of its fiscal year. 
The business purpose test of Culbert- 
son (337 U.S. 733) is satisfied since tax- 
payer’s services and capital contributed 
materially to the production of partner- 


and 


ship income. Testimony of disinterested 
parties, the manner in which the books 
were kept, reports filed with govern- 
mental agencies and the existence of 
a partnership bank account all helped 
to establish the genuineness of the part- 
nership. The fact that taxpayer may 
have been motivated by an anticipated 
tax advantage is not controlling. The 
court notes that, for tax purposes, a 
partnership between a professional and 
nonprofessional does not violate public 
policy. Several decisions which refused 
to recognize such partnership are dis- 
tinguished by the court on the grounds 
that the nonprofessional did not con- 
tribute material services or capital. 
[Under the 1954 Code the partnership 
must have the same taxable year as the 
partners.—Ed.] Nichols, 32 TC No. 129. 


Partner can’t deduct taxes paid on be- 
half of co-partners. One partner who 
paid all the New York State income 
taxes of his partners, together with the 
New York unincorporated business tax 
of the several partnerships in which he 
was a member, is denied a deduction for 
the payments as ordinary or necessary 
business expenses, or as partnership 
losses, the extent that the 
unincorporated tax is allocable to his 
interest in each partnership. This court 
affirms the Tax Court. Taxpayer in- 
tended to make a gift to other partners 
or to discharge a moral obligation in re- 


except to 


linguishing his right of contribution 
from them. Farnsworth, CA-3, 10/9/59. 
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Treasury and accounting profession both 


to blame for tax accounting muddle 


a FAILURE OF the Treasury to de- 
velop reasonable, consistent, practi- 
cal tax accounting rules has forced Con- 
gress into piecemeal and highly unsatis- 
factory legislation on a matter which 
ought to be handled administratively. 
To this condemnation of Treasury pol- 
icy, John M. Sullivan, an attorney for- 
merly with the Office of the Chief Coun- 
sel, added criticism of the accounting 
profession for not developing a body of 
tax accounting principles. Mr. Sullivan 
presented his views to the House Ways 
and Means Committee in the hearings 
on tax revisions. “Accounting” he said 
“involves a series of judgments related 
to specific accounting practices which 
must be made year in and year out to 
make any voluntary tax system work- 
able. Since the American economy is very 
broad, activities are immeasurably di- 
verse and deviations in accounting pro- 
cedures are as varied in number as there 
are businesses involved. If it is the in- 
tent of Congress to achieve tax reform 
in the accounting areas, it must necessar- 
ily face a choice of writing infinitely de- 
tailed accounting rules or of adopting a 
general policy to give tax administrators 
the broad authority and to assign the ex- 
tensive responsibility that is needed. If 
the latter course is adopted, it appears 
obvious that the Treasury must be. di- 
rected to function with the administra- 
tive flexibility and the considered judg- 
ment not represented by current prac- 
tices. 

“Nothing is to be gained by seeking 
scapegoats to blame for the disparity be- 
tween general commercial accounting 
and income tax accounting. Still, certain 
observations are in order. 

“First, something needs to be said 
about the attitude of tax administrators 
and as well that of taxpayers and their 
advisers. Among tax administrators, it 
seems there is an unnecessary lack of 
judicial temperament. This is exhibited 


both in the field offices and in the na- 
tional office of the Internal Revenue 
Service. Taxpayers and their advisers, on 
the other hand, often regard the matter 
of taxation as some sort of grim game in 
which fuzziness or strategy offers some 
sort of rough equalization for the advan- 
tage they anticipate will be taken by tax 
administrators. Both attitudes contrast 
sharply with the admonition oft repeat- 
ed by one of the instructors in revenue 
agents training school which I, long ago, 
attended. Time and time, he would tell 
the embryo agents, ‘Your job is to en- 
force the law; that means both for and 
against the Government as well as both 
for and against the taxpayer.’ ” 


National office arbitrary attitude 


“What relatively few accounting de- 
cisions are made in the national office 
relate to changes of accounting periods 
and methods, and accounting treatment 
for matters involving specialized indus- 
tries such as banking or natural re- 
sources. In specific matters, a decision to 
allow, or to direct a taxpayer to follow 
a certain course, or to advise the field on 
national office policy, demands broad 
experience in the practical aspects of in- 
come tax accounting. Moreover, it de- 
mands experience that can comprehend 
the specific need for information upon 
which to make decisions, that can place 
the subject within proper perspective 
both currently and in long-range effects. 
In addition to such experience, the task 
demands personnel who can accept re- 
sponsibility for acting decisively to meet 
the needs of both sound tax administra- 
tion and the business economy. With ex- 
ceptions, it apparently has been found 
difficult to place persons who possess the 
requisite experience and who are cap- 
able of accepting responsibility for mak- 
ing decisions in the national office struc- 
ture. Moreover, it must be frankly ac- 
knowledged that national office person- 


nel charged with accounting decision 
responsibility sometimes exhibit what 
can best be described as arbitrary and 
capricious attitude toward the accounting 
practices of taxpayers. This is reflected 
by open disbelief of the existence of 
business practices which are actually fol- 
lowed or by a willingness to substitute 
for taxpayers’ judgments, their own 
judgment about the taxpayers’ practices 
or procedures. Moreover, some person- 
nel appear more than willing to thwart 
the intention of Congress in matters 
dealing with accounting practices on the 
grounds that Congress did not compre- 
hend the scope of the subject and that 
congressional recommendations reflected 
in committee reports are, therefore, not 
apropos. 

“This is not to say that in every in- 
stance decisions reached by national of- 
fice personnel are wrong. And certainly 
taxpayers should not be allowed to adopt 
or change accounting practices so as to 
whipsaw the Treasury at the expense of 
governmental revenue. On the other 
hand . . . there would seem to be little 
justification for altering the structure in 
the accounting area unless responsibil- 
ity is also assumed for developing a com- 
prehensive system for income tax ac- 
counting. 

“Another deficiency of national office 
operations reflects a lack of adequate 
authority to appeal any decisions made 
in relation to specific accounting prac- 
tices. Fear of potential criticism deprives 
the lower echelon personnel of the flexi- 
bility needed in reaching sound conclu- 
sions. Therefore, decisions once reached 
in a specific accounting matter are gen- 
erally not reviewed on their merits, since 
it is feared that reversal is likely to sub- 
ject reviewers to the very criticism feared 
by lower echelon personnel. 


National office inconsistency 


“Lastly, at the national office level,” 
Mr. Sullivan said, “there is only a hap- 
hazard effort made, if any at all, to study 
accounting matters on a comprehensive 
scale. For instance, decisions affecting 
accounting are made in the Corporation 
Tax Branch, the Individual Tax Branch, 
and the Dividends and Reorganization 
Branch of the Rulings Division. As a 
single example, several months ago, the 
treatment of bad debt reserves by the 
Corporation Tax Branch in a merger of 
two corporations was different from that 
considered appropriate by the Dividends 
and Reorganization Branch. This is not 
to quarrel with either position, but is 
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merely intended to illustrate the need 
for broader attention to correlation. It 
would appear that much could be gained 
by maintaining a continuous study of 
accounting problems which are essen- 
tially similar and for which similar rules 
could be devised. 

On the other hand, the field offices of 
the Internal Revenue Service, in carry- 
ing out settlement procedures, quite 
often reflect the flexibility that is de- 
manded of accounting treatment in wise 
tax administration. Although national 
office review does reverse field office 
treatment of certain accounting prac- 
tices, the field offices are more prone in 
settlement of cases to reach the sort of a 
compromise that reflects an understand- 
ing that accounting is a continuous proc- 
ess and that changes affecting one year 
are likely to affect other years in pre- 
cisely opposite manner. 

“The effectiveness of this field office 
practice can, however, break down. A 
measure applied to test examining-offi- 
cer performance is related to the num- 
ber of changed years incorporated in his 
reports. It is sometimes possible for 
agents to shift income into particular 
years or deductions out of particular 
years to accomplish a change in taxable 
income. Where the items involved reflect 
a consistent practice by the taxpayer and 
where the change merely shifts income 
and deductions between years, such 
changes by examining officers do not 
cope with basic accounting matters, but 
merely create offsetting tax adjustments 
between years. When accounting issues 
like this are litigated, and decisions are 
reached, they are essentially factual in 
Nevertheless, thereafter, such 
decisions generate rigid accounting rules 
and principles, and the consequence is 
to deprive the Internal Revenue Service 
of the very flexibility it needs in admin- 
istering accounting provisions.” 


nature. 


The accounting profession 
“Responsibility for the development 
of dependable accounting procedures for 
a sound administration of the income 
tax system,” Mr. Sullivan continued, “is 
not confined to the Treasury Depart- 
ment. An equal share belongs to the 
accounting profession, and to a limited 
extent to other professional organiza- 
tions and taxpayers associations. While 
the accounting profession is entitled to 
commendation for the efforts already 
exerted, I do believe that it has not com- 
pletely fulfilled its responsibility. Fur- 
ther, it does not seem to me that the 


profession as presently organized can 
undertake the responsibility it should in 
the development of accounting to be 
used in our income tax system. 

“This may be due in part to the Hy- 
dra-headed character of the accounting 
profession, and the resulting philosophi- 
cal difficulty stemming from the profes- 
sion’s own incapacity to define properly 
the different roles its members attempt 
to play. These roles include acting as 
fact finders, statistical analysts, manage- 
ment advisers, financial consultants, 
management troubleshooters, manage- 
ment engineers, developers of manage- 
ment techniques and procedures, as in 
cost accounting, financial opinion writ- 
ers as in preparation of reports for 
credit-making purposes, disclosers of per- 
tinent financial information for protec- 
tion of investors as in preparation of 
SEC reports, aides in rate-making proc- 
ess for regulatory purposes, investment 
counselors, tax advisers, preparers of tax 
returns, representatives in semi-adver- 
sary proceedings in Government con- 
tract negotiations and in income tax 
matters. Under such conditions it is no 
wonder that the profession has not cre- 
ated any effective technique for the de- 
velopment of a body of principles for 
sound administration of a tax system. 
The profession has not exerted any ex- 
tensive effort to determine what general 
accounting principles are applicable to 
the tax system, how they should be ap- 
plied, and the limitations inherent in 
their use for income tax purposes. 

“It should be apparent also that much 
of the difficulty attributed to income tax 
accounting is related to the time for re- 
porting income and deductions. A basic 
tenet of accounting is that the income 
should be reported as earned. In order 
to determine if income is earned accord- 
ing to accounting theory it is necessary 
to relate to that income costs and ex- 
penses reasonably associated with it. To 
make this effective, it is sometimes neces- 
sary to defer the reporting of income or 
to anticipate costs. While income tax 
accounting pays lip service to these pre- 
mises, there is a wide variance with com- 
mercial accounting in specific applica- 
tion. To effect some reconciliation, Con- 
gress has enacted certain specific rules, 
but this very process has affected the 
role of responsibility that should be as- 
sumed by the accounting profession. In 
accord with certain accounting proce- 
dures, the profession has continued to 
advocate that income tax accounting rely 
on general accounting. But this advo- 
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cacy has fallen short of urging that 
special treatment of capital gains, anti- 
cipatory deductions, or deferred income 
be scrapped wherever needed in order 
to adopt acceptable accounting princi- 
ples to a reliable tax system.” 


Specific Code accounting requirements 


“Congress will be faced in tax re- 
formation with choosing between writ- 
ing infinitely detailed rules or imposing 
upon tax administration the duty to ex- 
ercise the flexibility and judgment de- 
manded of a system aimed at enacting 
governmental revenue from a free econ- 
omy. For example, because recognition 
of deterioration was rigidly limited by 
the Treasury, from time to time Con- 
gress has been forced to legislate recog- 
nition that could as easily at one stage 
have been handled administratively. In- 
flexible opposition by the Treasury, sup- 
ported by legalistic rationalization in- 
corporated in judicial doctrine has cre- 
ated this situation. Thus, Congress was 
forced to solve the problems of writing 
off soil and water conservation expense 
by enacting Section 175, of writing off 
research and experimental expenditures 
by enacting Section 174, and the treat- 
ment of the cost of leasehold improve- 
ments in Section 178. Intangible items 
like organization expenses of corpora- 
tions have been treated in Section 248, 
the writeoff of trademarks and trade 
names is covered in Section 177, and po- 
tential income development expenses 
are covered in Sections 615 and 616 re- 
lating to exploration and development 
expenses. 


Prepaid subscription income 


“In the Technical Amendments Act 
of 1958, a provision was enacted to take 
care of prepaid subscription income, Sec- 
tion 455. This was enacted to avoid 
Treasury-Department-inspired discrim- 
ination between certain publishers us- 
ing a method of accounting adopted be- 
fore 1940 and publishers attempting to 
adopt the same method after that date. 
In the period, I was with the Chief 
Counsel’s Office of the Internal Revenue 
Service, I participated in an effort to 
resolve the prepaid income problem by 
application of the long-term contract 
theory which has long been reflected in 
the income tax Regulations under Sec- 
tion 451, relating to the time for report- 
ing income. This effort died because it 
was opposed by the administrative phi- 
losophy of the Internal Revenue Serv- 
ice. 
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“Right now there is an administrative- 
sponsored bill relating to automobile 
dealers before Congress. The bill is in- 
tended to provide relief for the impact 
of including “bunched income” in 1 
year when “dealer reserves” are restored 
to income, and to prevent income from 
escaping taxation. 

“The inflexible insistence of the 
Treasury on the inclusion of dealer re- 
serves income for particular years led to 
litigation culminating in the Hansen 
decision, handed down this year. At the 
administrators’ request, Congress in 1954 
enacted Section 481. Its enactment re- 
flected the then existing effects of court 
decisions. The Treasury then discovered 
the provision was not satisfactory, and 
at the request of the administrators this 
provision was amended in the Technical 
Amendments Act of 1958. After the au- 
tomobile dealer reserve decision, the 
Treasury found the law needed further 
amendment. 

“In general, under Section 446 of the 
Internal Revenue Code the method of 
accounting for taxable income is related 
to the way the taxpayer computes his 
income in keeping his books, and the 
Commissioner is empowered to change 
the method to clearly reflect income, if 
necessary. Moreover, this authority of 
the Commissioner has generally been 
upheld by the courts. This authority, 
however, has generally been interpreted, 
in practice, to mean that the Commis- 
sioner makes changes, but does not de- 
velop any principles to make the sys- 
tems used by taxpayers effective. For ex- 
ample, in the automobile-dealer area, 
the system used by them did provide for 
accounting for the amounts withheld by 
finance companies. Under the broad au- 
thority of the Commissioner, rules could 
have been developed for applying the 
theory used by taxpayers to effect a 
sound reconciliation of practical ac- 
counting and tax administrative re- 
quirements. 

“Too often, however, the tax adminis- 
trators’ attitude is all or nothing. But 
compare the results of the decision in 
the Goodrich case (243 F.2d 686), where 
a taxpayer did change his method of ac- 
counting and the Commissioner at- 
tempted to force all the effects of the 
change in one year. Over thé period in 
which the legal contest raged, the tax- 
payer did include all the income in ques- 
tion in his taxable income and paid tax 
on such income. The court alluded to 
this, and said the Commissioner did not 
sustain his burden of proof as to the 
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taxpayer’s method of accounting. On 
what sound administrative basis is this 
kind of litigation necessary? 


Conclusion 


“All these examples,” Mr. Sullivan 
concluded, “‘it seems to me, illustrate the 
nature of the choice before Congress in 
the accounting areas. Unless it imposes 
upon tax administrators a greater degree 
of responsibility for developing a pro- 
cedural system to deal with accounting 
problems within the framework of our 
varied economy, and likewise urges upon 
the accounting profession a sense of de- 
dication to this task, Congress will con- 
tinually be confronted with the neces- 
sity of developing detailed provisions to 
dispose of matters essentially administra- 
tive in nature. This, I believe is the pri- 
mary decision in relation to accounting 
to be made by Congress in achieving a 
better tax system.” vw 


IRS proposes time of intent 
as test for demolition losses 


IN ITs NEW SET of proposed Regulations 
on Section 165 (the original proposed 
Regulations of July 3, 1956 are with- 
drawn) the Commissioner makes the 
time the intent to demolish was formed 
the sole criterion of deductibility of 
demolition losses. If the intent was 
formed at the time of acquisition of the 
property, the loss is not allowable; the 
demolition costs are part of the cost 
of obtaining property in the condition 
the taxpayer needs it. If, however, the 
intent to demolish is formed later, the 
loss would be allowable. This rule would 
be more favorable to taxpayers than 
the one some courts have adopted that 
even though the intent to demolish was 
formed subsequent to the acquisition of 
the property still demolition costs would 
not be allowable if the demolition was 
incident to the construction of a new 
building. This was the result reached 
in Appleby (123 F.2d 700) and Biscow 
(139 F.Supp. 775). 

The opinion in the Appleby case ex- 
plains the rationale behind that replace- 
ment cost rule: “Losses are recognized 
only when they result from a closed 
transaction. If a building is demolished 
because unsuitable for further use, the 
transaction with respect to the building 
is Closed and the taxpayer may take his 
loss; but if the purpose of demolition 
is to make way for the erection of a new 
structure, the result is merely to substi- 
tute a more valuable asset for the less 


valuable and the loss from demolition 
may reasonably be considered as part 
of the cost of the new asset and be de- 
preciated during its life.” 

In a very recent Tax Court case 
(Standard Linen Service, Inc., 33 TC 
No. 1) this kind of reasoning was ex- 
tended to a situation where the taxpayer 
was bound by a contract of sale to de- 
molish certain buildings on the land he 
was selling. The court held that the 
cost of demolition was not a deduction 
from ordinary income but was allow- 
able as a cost of the sale, reducing the 
capital gain. 

In the new proposed regulations the 
Commissioner makes deductibility turn 
on the time the intention to demolish 
was formed: The loss . . . arising from a 
demolition of old buildings shall be al- 
lowed as a deduction if the demolition 
occurs as a result of a plan formed 
subsequent to the acquisition of the 
buildings demolished. The basis of any 
building acquired in replacement of the 
old buildings shall not include any part 
of the basis of the property so de- 
molished. (Prop.Regs. Section 1.165- 
3(b)). The proposed Regulations then 
continue with a listing of the factors 
that may be used to show time intent 
was formed. 


Depreciation pending demolition 

In another area in which courts had 
disagreed, the proposed Regulations 
adopt the position favorable to tax- 
payers. When demolition was intended 
at the time property was acquired but 
the actual destruction was delayed and 
the taxpayer used the buildings in his 
business, the courts were divided on 
whether part of the cost could be al- 
located to such buildings and deprecia- 
tion taken on them. In a 1958 case, 
Mechanics and Merchants Banks (164 
F.Supp. 246) the Court of Claims al- 
lowed such depreciation and the pro- 
posed Regulations adopt the same 
position; “If the property is purchased 
with the intention of demolishing the 
buildings and the buildings are used in 
a trade or business or held for the pro- 
duction of income before their demoli- 
tion, a portion of the basis of the prop- 
erty may be allocated to such buildings 
and depreciated over the period during 
which they are so used or held. The fact 
that the taxpayer intends to demolish 
the buildings shall be taken into account 
in making the apportionment of basis 
between the land and buildings . . . In 


any event, the portion of the purchase 
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price which may be allocated to the 
buildings shall not exceed the present 
value of the right to receive rentals from 
the buildings over the period of their 
intended use. The present value of 
such right shall be determined at the 
time that the buildings are first used 
in the trade or business or first held 
for the production of income. If the 
taxpayer does not rent the buildings 
but uses them in his own trade or busi- 
ness or in the production of his income, 
the present value of such right shall be 
determined by reference to the rentals 
which could be realized during such 
period of intended use. The fact that 
the taxpayer intends to rent or use the 
buildings for a limited period before 
their demolition shall also be taken 
into account in computing the useful 
life . . .” (Prop.Regs. Section 1.165-3(a) 
(2)(i)). * 


Supreme Court to rule on 
useful life and salvage 


I'HE SUPREME CourT has granted cer- 
tiorari in Hertz (CA-3, July 6, 1959), 
Evans (CA-9, 264 F.2d 502) and Massey 
Motors (CA-5,264 F.2d 552), which deal 
with the 1954 Regulations on depre- 
ciable life and salvage value. 

All the cases raise the question 





*TV dealer can’t defer advance pay- 
ments (or receivables) for service. Tax- 
payer, credit television dealer, generally 
included a one-year service contract with 
its sales of television sets. The price of 
this service contract was added to the 
total selling price, but on its books, tax- 
payer set up the service contract income 
separately. Being on the accrual basis, 
each month taxpayer included in in- 
come only 1/12 of the contract service 
income, deferring the unearned por- 
tion. Citing recently decided Schlude, 
(32 TC 124) the Tax Court requires 
taxpayer to report all service contract 
income, whether or not received, in the 
year of the sale. The court finds that, 
as in Schlude, this taxpayer had a fixed 
and unconditional right to the income. 
Taxpayer is not helped by Bressner 
Radio, Inc, (267 F.2d 520) which allowed 
a reasonable deferral; taxpayer here did 
not prove a connection between the 
amount of the deferral and the cost of 
the services to be rendered. Accordingly, 
the court finds that, under Automobile 
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whether depreciable life means the life 
inherent in the asset or its useful life 
in the particular taxpayer's business. In 
Evans the Ninth Circuit found that use- 
ful life has always meant the economic 
life of the asset. In Massey Motors the 
Fifth Circuit held that no change was 
made by the 1954 Code and that de- 
preciable life has always meant the 
length of time assets are expected to be 
useful in the taxpayer’s business. In 
Hertz the Third Circuit agreed with 
the Massey decision of the Fifth: that 
useful life to the taxpayer is meant. 
Since the Hertz company used autos for 
less than three years it was therefore 
ineligible to use the double-declining- 
balance method, allowable under the 
Code for assets with a useful life of 
three years or more. Also at issue in the 
Hertz case was the validity of the Regu- 
lation forbidding depreciation below 
the salvage value under the double-de- 
clining method. The District Court had 
held the Regulation invalid and would 
have permitted the accelerated depre- 
ciation to continue down to the balance 
of 10% to 13% automatically remain- 
ing under that method. The Third 
Circuit, in reversing, held that the new 
method worked no change in the long- 
established rule that depreciation below 
salvage value is not permitted. * 


Club of Michigan (20 TC 1033, aff'd. 
230 F.2d 585) and Automobile Club of 
New York (32 TC 79) the Commissioner 
had not abused his discretion in requir- 
ing immediate reporting of the income. 
Taxpayer’s attempt to deduct the esti- 
mated cost of rendering the future serv- 
ices fails. Taxpayer had not shown that 
such amount was reasonably ascertain- 
able and that the liability for the ex- 
pense was fixed in the current year. 
Streight Radio and Television, Inc., 33 
TC No. 15. 


Bank security deposit income when 
credited. A builder of residential prop- 
erty sold houses for a small down pay- 
men, the balance being financed by 
mortgages purchased by a building and 
loan association. The mortgages were for 
a larger fraction of the buyer’s cost than 
the building and loan association lent on 
a similar property. To protect itself, the 
association withheld the excess in one of 
its savings accounts under the builder’s 
name. The excess was not released from 
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the account until the mortgage had 
been substantially reduced by the bor- 
rower’s payments. The Tax Court held 
the builder must accrue .as income the 
full sales price; the amounts withheld 
by the association are includible in the 
builder’s income in the year of credit 
and could not be deferred until released 
in a later year. This court affirms. De- 
cisions in other circuits to the contrary 
were prior to the Supreme Court Han- 
sen case (360 U.S. 446) which, the court 
says is controlling though it dealt with 
auto dealers reserves. Key Homes, Inc.; 
CA-6, 11/4/59. 


*Bequest of right to bargain purchase 
has no basis. The will of a client of 
taxpayer-attorney gave him the right to 
buy her home for its assessed value of 
$5,000. The actual date-of-death value 
was $10,000. Taxpayer purchased the 
home pursuant to this option and sold 
it for $10,000 in a short time. Taxpayer 
contended there was no gain on the 
sale because the value of the option was 
part of the basis for the home. The 
District Court disagreed saying, whether 
the right is characterized as an option 
or a power of appointment, it is a prop- 
erty distinct from the realty; the two 
bases cannot be combined. This court 
affirms. [The result for which taxpayer 
contended is specifically applicable to a 
restricted stock option by virtue of a 
1958 amendment to Section 421.—Ed.] 
Valleskey, CA-7, 10/22/59. 


Basis of property not increased; addi- 
tions not proved. The Commissioner al- 
lowed taxpayer as the basis for comput- 
ing gain on sale of an apartment build- 
ing, the original cost of the building 
adjusted for depreciation at a conceded 
3%, rate. Taxpayer contended that the 
building subsequently was modernized 
and enlarged, that later it was converted 
into a 5 family apartment house, and 
that thereafter it was converted into a 
two-family apartment. The court sus- 
tains the Commissioner’s allowance of 
cost upon the failure of taxpayer to 
produce any evidence that he made the 
alleged capital item expenditures. It 
also finds that taxpayer failed to prove 
that any part of the sales price should 
be allocated to furniture. Albob Hold- 
ing Corp., TCM 1959-186. 


IRS can’t treat sale of a ranch for a 
single price as separate sales of resi- 
rence and business. Taxpayer sold his 
ranch property of 310 acres to a wholly 
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owned corporation. The Commissioner 
allocated the purchase price between the 
personal residence and the remainder 
of the property in proportion to what 
he determined was the fair market value 
of each. He thus computed a non- 
deductible loss on the residence and a 
gain on the remaining part. The court 
holds the allocation erroneous in that 
there was but a single sale for a single 
price. Since the single sale price was 
the same amount as taxpayer’s cost of 
the entire property adjusted for depre- 
ciation he realized no gain from the 
transaction. On the basis of the Cohan 
rule the court also determines a cost 
figure to be. used by the corporation for 
the purpose of computing depreciation 
on the residence. Cochran, TCM 1959- 


207. 


Transaction was sale not lease; basis 
determined. Taxpayer and a geologist 
acquired an undivided one-fourth in- 
terest in oil, gas, and minerals. Taxpayer 
later bought out the geologist and then 
conveyed back to the original owners a 
one-eighth interest in return for $1, 
the assumption by the grantees of cer- 
tain liabilities, and the release by them 
of certain mining obligations. The ques- 
tion raised was whether the effect of the 
transaction was to “lease” one-eighth 
interest acquired from the geologist, or 
to convey by sale one-half of the one- 
fourth interest owned by taxpayer at 
the time. The court finds that the in- 
tention was to transfer one-half of the 
one-fourth interest owned at the time 
of transfer, and accordingly computes 
the basis of the property sold. Richards, 
TCM 1959-205 


Basis of calendars manufactured in 
1923 and unsalable till 1945 found to be 
zero. A corporation of which taxpayer 
was the sole stockholder manufactured 
“perpetual calendars” in 1923. Because 
of defects, they were not salable in a 
normal market. The calendars were 
finally disposed of by taxpayer during 
the period 1945-1947. Taxpayer failed 
to report any income from the sales on 
the theory that the proceeds did not 
exceed their cost to manufacture. The 
court rules that it may well have been 
that the corporation long pridr to 1945 
had eliminated the calendars as an 
item of inventory, and thereby obtained 
a deduction of the manufacturing costs. 
Since the sales occurred after the corpo- 
ration ‘‘ceased to be active,” and were 
made by taxpayer in his own name, the 
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full proceeds are held includible in tax- 
payers income. Albob Holding Corp., 
TCM 1959-186. 


DEDUCTIBILITY 


Repairs to newly-acquired ships must 
be capitalized. Taxpayer, a steamship 
company, purchased eight war-built 
vessels from the Maritime Administra- 
tion. Before taking title to the ships, 
taxpayer expended about $550,000 in re- 
pairs in order to put them into condi- 
tion acceptable to the U. S. Coast Guard 
and the Maritime Commission. The cost 
of these repairs were allowed to tax- 
payer as an offset against the purchase 
price. Taxpayer claimed an ordinary 
deduction for the repairs. The Tax 
Court disallows the deduction and de- 
cides that the amount of the repairs 
should be added to the cost of the 
vessels. The court, citing Stoeltzing (266 
F.2d 374) finds that the repairs were 
necessary to put rather than keep the 
ships in an ordinarily efficient operating 
condition and thus must be capitalized. 
The court construes the adjustment to 
the purchase price to indicate an intent 
by taxpayer to acquire seaworthy vessels. 
Taxpayer alternatively argued that the 
cost of the repairs should be fully de- 
preciated in the current year on the 
ground that this would match costs 
against revenue. Taxpayer claims that 
the recurring nature of the repairs justi- 
fies a shorter useful life than that of the 
vessels. The court rejects this argument 
and rules that, in the absence of a show- 
ing that these repairs would have to be 
repeated anually, the useful life of the 
repairs is the same as that of the vessels. 
Bloomfield Steamship Co., 33 TC No. 
10. 


Part of corporate rental payments dis- 
allowed as business expense; they re- 
duced stockholders’ obligations. Stock- 
holders of taxpayer-corporation granted 
an option to a third party for the pur- 
chase of all of their stock. The option 
could be exercised by the optionee only 
if he also exercised on option inde- 
pendently acquired from the same stock- 
holders to lease coal properties which 
they owned individually. Taxpayer-cor- 
poration had also been renting diesel 
locomotives from the stockholders, and 
in connection with the exercise of the 
options, the corporation proposed to 
modify the locomotive lease by shorten- 
ing its terms and increasing the rate of 
payment. The optionee had agreed to 


the increased rental payment by the 
corporation only on the condition that 
such increase be applied first in reduc- 
tion of his purchase price of the stock, 
and then if there be nothing due on 
the stock, to any payments due on the 
coal properties lease. The court holds 
the increased rental for the locomotives 
was in effect in satisfaction of the op- 
tionee’s personal obligation and could 
not be deducted by the corporation as 
on ordinary and necessary business ex- 
pense. West Virginia Northern R.R. Co., 
TCM 1959-204. 


Loss denied upon failure to establish 
basis. Upon dissolution of a corporation, 
taxpayer received certain assets aS a 
liquidating distribution. Since taxpayer 
was unable to show what the fair mar- 
ket value of the assets were on date of 
distribution, the Tax Court held that 
he is not entitled to claim a loss there- 
on. This court affirms. O’Neill, CA-9, 
10/13/59. 


Payments under threat to “racket” men 
nondeductible. Taxpayer, an attorney, 
held certain funds in escrow on behalf 
of clients whom he described as being in 
the “rackets.” In accordance with the 
escrow agreement, he paid over the 
escrow funds to a vendor of combination 
phonograph slot machines. When the 
vendor absconded with the machines the 
attorney repaid his clients out of his own 
funds after they “threatened” him. The 
Tax Court denied a deduction for the 
repayment holding it to be a personal 
expense not related or incidental to the 
attorney’s trade. This 
O’Neill, CA-9, 10/13/59. 


court affirms. 


Fees for suit to set aside sale were capi- 
tal charge. In 1935 taxpayers sold their 
stock in a corporation to Bethlehem 
Steel. Some years later they sued to set 
aside the sale for fraud, but Bethlehem 
settled for $6,000,000. Taxpayers now 
seek to deduct the legal fees of this suit 
as an ordinary deduction, incurred to 
earn income—the $6,000,000 which was 
taxed as an additional capital gain. The 
court holds that the action was to re- 
cover property, and the fees were an 
offset to the capital gain. Munson, DC 
Pa., 10/1/59. 


Expenses of partial liquidation dis- 
allowed. Taxpayer-corporation expend- 
ed $6,800 in connection with a partial 
liquidation of its business. The Tax 
Court disallows the deduction, holding 
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that a general claim that expenses were 
incurred in connection with a partial 
liquidation does not show that they 
were ordinary and necessary business ex- 
penses. Taxpayer must prove that no 
part of the payment was for a capital 
item. Standard Linen Service, Inc., 33 
TC No. 1. 


Demolition loss disallowed. Taxpayers 
owned property on which there were 
four deteriorated buildings. They were 
ordered by the city to ratproof the 
buildings at an estimated cost of $700,- 
000 to $800,000. Instead, taxpayers de- 
cided to demolish the buildings some- 
time in the future. In the meantime, 
taxpayers found a purchaser who wanted 
to buy the property to use it as a park- 
ing lot. As required by the contract of 
sale, taxpayers demolished the _build- 
ings. They claim a demolition loss for 
the adjusted basis and wrecking costs. 
The Tax Court disallows the deduction 
finding that the demolition was prompt- 
ed by the sale of the property and 
should therefore be treated as cost of 
the sale. The court further notes that 
the wrecking costs are never deductible 
as demolition loss since the latter is 
limited to the adjusted basis of the 
property. Standard Linen Service, Inc., 
33 TC No. 1. [See comment, p. 40.—Ed.] 


Must capitalize demolition costs; new 
building brought profitable lease. Tax- 
payer, who had for ten years owned 
land and a building on it, entered into 
a 30-year lease wherein he agreed to 
demolish the building and to construct 
a new one more suitable to the lessee’s 
needs. The lessee agreed to pay taxpayer 
additional rent to reimburse him for 
the demolition and construction. Tax- 
payer, however, claimed a demolition 
loss for the adjusted basis of the old 
building. He argued that since he had 
formed the intention of demolishing the 
building long after its purchase he 
should be allowed demolition costs as 
an expense. The Tax Court disallows 
the deduction. The Code allows a loss 
only if not compensated for by insur- 
ance or otherwise. The court, citing 
Appleby’s Estate (123 F.2d 700) finds 
that this taxpayer was adequately com- 
pensated by the lease and a more valu- 
able building which he now owned. 
Nickoll Estate, 32 TC No. 132. 


Legal fees paid in tax case must be 
allocated between civil and criminal 
aspects. Payment by taxpayer of legal 





fees and expenses to an attorney were, 
the Tax Court found, primarily for his 
efforts to prvent criminal prosecution of 
taxpayer for income tax fraud, for 
which taxpayer was later indicted and 
pleaded guilty. It denied a deduction on 
the ground that fees for the unsuccess- 
ful defense of a criminal action are not 
an ordinary and necessary business ex- 
pense, nor one for the preservation of 
income-producing property. But this 
court disagrees with the Tax Court’s 
-onclusion that no part of the fee is 
deductible even though the attorney 
rendered some services relating to the 
liability for income tax and civil penal- 
ties. It remands the case to the Tax Court 
for an allocation of the fee between the 
civil and criminal aspects. Hopkins, 
CA-6, 1/29/59. 


ACCOUNTING METHODS 


Excess of funds borrowed over mort- 
gage can be amortized. The IRS will 
follow the decision in Bayshore Gar- 
dens, Inc. (267 F.2d 55) and will permit 
an accrual method taxpayer to amortize 
premiums received from lenders in con- 
nection with loans secured by mortgage 
notes. 

Bayshore Gardens had been organized 
to build rental housing and, shortly 
after formation, engaged a mortgage 
broker to obtain an FHA-insured loan 
for it. The broker negotiated with the 
FHA and with a bank which agreed to 
make the loan. Banks were at that time 
paying premiums for FHA-insured loans 
and the bank informed the broker that 
it would pay 3.75% in excess of the 
amount of the mortgage to obtain the 
investment. This was a premium as that 
term is used in finance, a loan in excess 
of the amount to be repaid and Bay- 
shore Gardens amortized the income 
over the life of the loan. The Third Cir- 
cuit, reversing the Tax Court, approved 
this accounting. Taxpayer, it said, has 
adopted a method of accounting which 
clearly reflects his income. The Com- 
missioner’s Regulation permitting the 
amortization of corporate bond pre- 
miums does not exclude amortization of 
a premium on a mortgage loan which is 
subject to precise mathematical resolu- 
tion. TIR-187. 


IRS agrees sale of installment notes 
avoids double tax on change of method 
[Old law]. Under the 1939 Code, a 
change from the accrual to the install- 
ment method of accounting would re- 
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sult in a double tax because the profit 
element in installment collection re- 
ceived after the change would be taxed 
despite the fact that the full profit on 
sales in prior years had been accrued 
and taxed. [Relief from this harsh re- 
sult was provided under the 1954 Code 
by means of a credit in the current year 
for the tax previously paid on the in- 
stallment profit.—Ed.] In the City Stores 
case (154 F. Supp. 348) decided under 
the 1939 Code, the taxpayer attempted 
to avoid the double tax by selling the 
installment accounts to banks prior to 
changing his system of accounting. The 
court upheld the validity of the sale; 
and rejected the IRS attempt to treat 
the banks as mere collection agents for 
taxpayer. The Service now announces 
that it will follow that decision. Rev. 
Rul. 59-343. 


Partnership, iransferring assets, can’t 
elect completed contract method [Cer- 
tiorari denied). Taxpayer was control- 
ling stockholder of a corporation or- 
ganized to own land and build and sell 
homes on it. The actual construction 
work was to be done by taxpayer and 
others as partners. Toward the close of 
the partnership’s first year it was clear 
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the partnership would have a _ profit 
another corporation 
owned by taxpayer would have a loss. 


whereas wholly 
Taxpayer caused a new corporation to 
be formed to acquire both the assets of 
this profitable partnership and the stock 
of the loss corporation. The partnership 
elected the completed contracts basis 
and had no profit since none of its 
work was completed. The profit all ap- 
peared on the return of the successor 
corporation and, since the corporation 
consolidated with its loss subsidiary, the 
profit escaped tax. The Commissioner 
sought to have the partnership report 
some of the profit by shifting the ac- 
from 


counting for income the com- 
pleted-contracts method to the percent- 
age-of-completion method. On the 


grounds that a short-lived partnership 
cannot establish a consistent practice of 
reporting long-term contract income by 
the method, and 
that this method does not clearly reflect 
the income of a transferring entity, the 
Tax Court held the partnership could 
not avoid its ratable share of’ the con- 


completed-contracts 


struction profits by adopting the com- 
pleted-contracts method. The Ninth Cir- 
cuit affirmed. Palmer, cert. den., 10/12 
59. 


Costs of uncompleted contract are not 
inventory. A taxpayer reporting income 
on the completed contract method may 
not consider as inventory, costs of ma- 
terials, labor, 


supplies. depreciation, 


taxes, etc. with respect to specific con- 
tracts: regardless of whether they are 
long-term or short-term. Such costs repre- 
sent deferred expenses to be deducted 
only in the year the contract is com- 
pleted, and the contract price is re- 
ported as gross income. [The ruling does 
not discuss the effect of this positiun. It 
may be merely to bar the possibility of 
a write-down of such costs to a market 
value as would be permissible with in- 
ventory.—Ed.] Rev. Rul. 59-329. 


BAD DEBTS 


Prepayment not a worthless debt nor a 
business loss. Taxpayer, a partnership, 
paid $5,000 in 1950 to a German firm 
as a prepayment on the purchase of a 
special machine to be delivered “within 
3 to 4 months.” —The German firm never 
delivered the machine nor returned the 
$5,000 to the partnership. In its return 
for 1953 the partnership claimed a de- 
duction of the $5,000 as a worthless debt 


or a business loss. The court finds no 
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basis for the deduction of a worthless 
debt since no debtor-creditor relation- 
ship was created by the payment. Fur- 
thermore, taxpayer failed to prove that 
it sustained a loss in 1953 because dur- 
ing that year its efforts were directed 
to securing delivery of the machine, and 
there was no evidence indicating that 
it took any action to recover the $5,000, 
or that it had reasonable grounds for 
believing that such action would be 
fruitless. Ruschmann, TCM 1959-197. 


Taxpayer who reduced sales by bad 
debts not entitled to reserve. In a prior 
year, taxpayer reduced its sales by all 
bad debts. The Tax Court disallows tax- 
payer’s use of the reserve method in the 
current year since this is a change of 
accounting method which requires the 
Commissioner’s approval. In addition, 
since taxpayer continued to charge bad 
debts to sales in the current year, tax- 
payer was not also entitled to claim a 
bad debt deduction under the reserve 
method. Streight Radio and Television, 
Inc., 33 TC No. 15. 


Addition to bad debt reserve deemed 
unreasonable. A corporation engaged in 
financing the purchase of autos claimed 
an addition to its bad debt reserve of 
1%, of its outstanding loans. The Com- 
missioner made a partial disallowance 
which was upheld on the grounds that 
the loans involved were all of short dura- 
tion, were adequately secured, and were 
placed without much risk of loss. Fur- 
thermore, taxpayer’s bad debt exper- 
ience revealed that its losses averaged 
only about 2/10ths of 1%. Taxpayer's 
reliance upon certain business statistics 
as a basis for the reserve additions was 
not justified because it failed to show 
any relationship between the companies 
alluded to in the statistics and its own 
business. Hammonton Investment & 
Mortgage Co., TCM 1959-212. 


Bad debt deduction denied; taxpayer 
not in business of investing in corpora- 
tions. Taxpayer was 25%, stockholder 
and general manager of an incorporated 
retail automobile dealer. Taxpayer per- 
sonally guaranteed a bank loan of $30,- 
000 to the corporation. The corporation 
was unable to pay, so taxpayer borrowed 
$30,000 from his father’s estate. ‘This 
was lent to the automobile corporation 
to pay the bank loans, under an agree- 
ment which recited that these loans were 
in effect one transaction whose purpose 
was to protect the interests of both the 


automobile corporation and taxpayer 
personally. The corporation’s obligation 
became worthless and taxpayer claimed 
a deduction as a business bad debt. The 
court denies the deduction. Taxpayer 
did not show any agreement with his 
corporate employer, that incidental to 
his duties, he would risk large sums of 
money through guarantees. He did not 
show that it was one of his duties to 
execute a personal guarantee that the 
corporate loans would be repaid. Tax- 
payer’s activities did not amount to a 
trade or business of investing in and 
operating corporate enterprises. His em- 
ployment by the corporation did not 
constitute a trade or business within the 
meaning of the statute, but even if it 
did, taxpayer has not shown a proxi- 
mate connection between the guaran- 
tees and resulting losses and such trade 
or business. Rendlen, DC Mo., 10/1/59. 


Bad debt was non-business. In 1952, 
taxpayer (an individual whose case is 
consolidated with Standard Linen) lent 
money to a syndicate, of which he was 
a member, formed to operate a resort 
in the Bahamas. Later that year, the 
syndicate was incorporated. In 1953, the 
loan became worthless and taxpayer 
claimed a business bad debt deduction. 
The Tax Court finds this to be a non- 
business bad debt. The court notes that 
the business or non-business nature of a 
debt is determined in the year of worth- 
lessness. Since the syndicate was a corpo- 
ration at the time of the loss and the 
corporation’s business is not that of its 
stockholders, the debt was non-business. 
Standard Linen 33 TC 
No. }. 


Service, Inc., 


CAPITAL GAIN 


xOverriding oil royalties received on 
sale of stock are ordinary income [Cer- 
tiorari denied]. Taxpayers sold their 
stock in an oil company for cash plus an 
overriding royalty on the oil produced. 
The taxpayers claimed that the over- 
riding royalty had no ascertainable mar- 
ket value, but the IRS valued it at 
$1,000,000. They then sought to have 
the $11,500,000 of royalties received in 
four subsequent years taxed as capital 
gain. The Court of Claims held that it 
is ordinary income subject to depletion. 
Taxpayers had a property interest in 
the oil properties. The fact that they 
received the property as proceeds of sale 
of other property (the stock) is ir- 
relevant. Warren, cert. den., 10/12/59. 
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Broker’s wife has ordinary income on 
sale of lots. A real estate broker fre- 
quently purchased, but in his wife’s 
name, lots adjacent to lots which he as 
broker was trying to sell. To stimulate 
sales of the adjacent lots and to publi- 
cize his brokerage business, he placed 
advertising signs on his wife’s lots. Upon 
a sale of some of the wife’s lots at sub- 
stantial gains, he seeks capital gain 
treatment on the theory that they were 
real property used in his brokerage busi- 
ness. The Tax Court decides the gains 
are ordinary income. Property is used 
in a trade or business only if it is used 
in taxpayer’s trade or business. This 
court finds that the wife actually owned 
the property and her husband was the 
owner of the brokerage business. The 
filing of a joint return did not alter 
this fact. Further, the court concludes 
that the husband would have ordinary 
income if it be assumed that he owned 
the lots in question. The number and 
frequency of the sales, the short holding 
periods, the dealer-selling techniques 
used by taxpayer and the substantial 
gains realized indicate that the lots were 
held primarily for sale to customers. 
Sovereign, 32 TC No. 133. 


Builder has ordinary income on pack- 
age construction. Taxpayer, a builder, 
occasionally engaged in package build- 
ing construction. In that kind of job he 
procures the building site, obtains fi- 
nancing, does the actual construction, 
and delivers the finished project to a 
purchaser. Here, taxpayer was asked to 
furnish a warehouse on a package basis. 
Taxpayer purchased land in his name 
and arranged for financing. Since the 
financing arrangemens required it, tax- 
payer obtained a purchase commitment 
from Prudential Insurance Company 
and negotiated a lease with the ultimate 
user of the warehouse. Taxpayer then 
constructed the building through his 
controlled construction corporation, sold 
it to Prudential subject to the lease and 
reported capital gain. The Tax Court 
finds that taxpayer has ordinary income 
on the ground that he was in the regu- 
lar business of package construction and 
therefore the asset sold was held pri- 
marily for sale to customers. Heebner, 
32 TC No. 109. 


Land subdivided, improved and sold, 
still a capital asset [Acquiescence]. Tax- 
payer was able to acquire a certain per- 
sonal residence only by also purchasing 
a stretch of undeveloped adjoining land. 


He realized that if he later sold the 
land as one parcel, the purchaser might 
construct unattractive houses on it and 
decrease the value of his own house. He 
therefore subdivided the land, made 
slight improvements and then sold in- 
dividual lots subject to restrictions as to 
the type of a house that might be built. 
Taxpayer’s full-time employment was 
as a new-house salesman but the sale 
of these lots was unrelated to his em- 
ployment. Although he had acquired the 
land with the intent of immediately 
selling it, the Tax Court found the 
property was a capital asset because the 
taxpayer was not in a separate real 
estate business. The facts which swayed 
the court were that taxpayer had had 
no prior real estate dealings, advertis- 
ing was limited, no real estate agent or 
broker was used and the improvements 
were the minimum required by law. 
Ayling, 32 TC No. 59 acq., IRB-1959-42. 


Payment under option to buy was pur- 
chase cost not rent; capital gain allowed. 
Taxpayer, owner of mining properties, 
granted a mining firm an option to pur- 
chase one of its properties for $500,000. 
The purchase price was to be paid in 
annual installments of $25,000 plus 5% 
of the annual mining income in excess 
of $400,000. Documents of title were 
placed in escrow and were delivered to 
the purchaser upon completion of pay- 
ment. The Commissioner considered 
the transaction a lease and treated the 
payments to taxpayer as ordinary in- 
come. The Tax Court decides this is 
a sale and allows capital gain treatment. 
The court is influenced by the fact that 
taxpayer did not retain an economic in- 
terest in the property. Godshall (13 TC 
681) is distinguished since in that case 
there were no fixed payments but the 
annual payments were payable solely 
out of mining proceeds. The absence of 
a forfeiture clause is immaterial. Ima 
Mines Corporation, 32 TC No. 134. 


Collection on dividend arrears certifi- 
cate is not capital gain. In a recapitali- 
zation, a corporation issued dividend 
arrears certificates entitling the holder to 
receive the dividends in arrears on its 
preferred stock whenever declared. Some 
years later taxpayer purchased some of 
these certificates, and shortly thereafter 
received the entire arrearage as a distri- 
bution in cancellation of the certificates. 
The court holds the payment is an or- 
dinary dividend distribution. There 
could be no capital gain since there was 
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no sale or exchange. Appleman, DC 
N. Y., 9/15/59. 


No capital gain; automobile dealer's 
demonstrators were held for sale. The 
judge instructed that the use to which 
taxpayer automobile dealer put certain 
cars, rather than the reason for their 
purchase, must determine whether they 
were held for sale. Government wit- 
nesses, most of whom were taxpayer's 
former employees, testified that the cars 
were used substantially as demonstra- 
tors. The jury finds that the automobiles 
were part of inventory and held for 
sale. It follows that the gain on their 
sale is taxable as ordinary income; gain 
on cars used in the business would be 
capital under Section 1321, (Section 
117j of the 1939 Code). Capital Auto- 
mobile Co., DC Ga., 8/20/59. 


Damages for breach of sales contract 
are ordinary income. Taxpayer entered 
into a contract for the sale of his farm 
for $60,000. The buyer agreed to pay 
taxpayer 20%, of the selling price if he 
failed to complete the purchase. This 
did happen and taxpayer retained the 
down-payment of $12,000. Upon the 
sale of the property to another in a 
later year, taxpayer added the $12,000 
to the selling price and thus treated it 
as capital gain. The Tax Court treats 
the $12,000 as ordinary income; there 
was no sale or exchange in year taxpayer 
received it. Boatman, 32 TC No. 112. 


Ordinary income on “sale” of inven- 
tion franchise. Taxpayer developed a 
process utilizing tabulating cards to con- 
vert ordinary single-entry bookkeeping 
data into double-entry bookkeeping 
records. He received lump-sum payments 
in connection with the issuance of terri- 
torial treated as 
proceeds from the sale of a capital asset. 


franchises which he 


The Tax Court found taxpayer did not 
transfer all of his substantial rights in 
the process within the area of each terri- 
torial and, therefore, there 
was no sale or exchange. The payments 


franchise 


received are taxable as ordinary in- 
come. This court affirms. Taxpayer re- 
tained unlimited veto over district 
licenses selected by his assignees and 
prescribed the form of the licenses. The 
assignment agreement represented that 
taxpayer was the sole owner of the 
entire right, title and interest in the 
patents. Users were required to use a 
wiring device over which taxpayer re- 
tained control. Taxpayer also agreed to 
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defend at his own expense any litiga- 
tion challenging his right to use any of 
the patents. Schmitt, Jr., CA-9, 10/15/55. 


Patent owner’s consent to additional 
licenses shows first license was not ex- 
clusive, hence payments ordinary income. 
Taxpayer, owner of a patent on a 
fountain pen feed, gave a license to 
Parker Pen to make, use and sell the 
patented item. Parker agreed to pay tax- 
payer certain royalties. The Code pro- 
vides that an exclusive license (or other 
transfer of all substantial rights in a 
patent) is a sale and taxpayer claimed 
capital gain on his royalties. This is 
denied subsequent to the 
Parker license, Parker, with taxpayer's 
consent, granted licenses on the same 
patent to Sheaffer and Waterman, both 
of whom agreed to pay taxpayer royal- 
ties. The Tax Court concedes that the 
Parker alone would have 
for capital gain treatment. 
However, the court finds that since the 
later licenses were obtained, at least in 
part, from taxpayer, the Parker license 
was not a transfer of all of taxpayer’s 
substantial rights in the patent. To show 
that the later licenses came partly from 
taxpayer, the court points to the fact 
that Parker first obtained taxpayer's 
consent and taxpayer became entitled 
to royalties from the new 
Wing, 33 TC No. 13. 


because 


license to 


qualified 


licensees. 


Ordinary loss on worthless stock of 
supplier. An operator of a duck pin 
bowling center purchased stock in a 
corporation organized to manufacture 
bowling pins upon the latter’s promise 
to provide him with a constant supply 
of quality duck pins. Upon worthless- 
ness of the stock, the operator is held 
entitled to a business loss (rather than 
a capital loss) because the stock was 
not purchased as an investment, but for 
the sole purpose of obtaining a steady 
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source of supply of needed pins. Arling- 
ton Bowling Corp., TCM 1959-201. 


Investor and builder receive ordinary 
income from GSA Tri-Party Building 
Contract. Under a Tri-Party Public 
Buildings Purchase Contract (GSA 1341, 
11/23/56) a builder undertakes to erect 
a building for Government use. He ar- 
ranges his own financing and upon com- 
pletion conveys the building to a trustee 
agreeing to accept payment therefor 
from an investor. The Government then 
agrees to repay the investor over a term 
of years at the end of which the trustee 
conveys the building to the Govern- 
ment. The Service holds that such a con- 
tract is a construction contract so that 
any gain to the builder or investor is 
ordinary income and may not be re- 
ported on the installment basis. In addi- 
tion, no depreciation may be taken 
on the building, and the investor must 
report as income that portion of each 
payment which represents interest on 
the principal sum. Rev. Rul. 59-345. 


OTHER DECISIONS 


Two lots involuntarily converted though 
state took only one; they were one eco- 
nomic unit [Acquiescence]. An inter- 
state trucker bought at one time two 
lots across the street from each other; 
one had a building that he used for 
loading and unloading trucks, and the 
other he used as space in which the 
trucks could be parked pending their 
loading and unloading. The two pieces 
of property were used together as one 
economic unit. When one of the prop- 
erties was involuntarily sold under a 
threat of condemnation, the trucker sold 
the other piece of property and, with 
the proceeds of both sales, acquired 
property similar to the economic unit 
consisting of the two properties sold. 
The court held the transactions, con- 
sidered as a whole, constituted an in- 
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voluntary conversion of one economic 
property unit, upon which gain is not 
recognized. Masser, 30 TC 741, acq. IRB 
1959-45. 


IRS will treat sale of second property 
after condemnation of related piece as 
involuntary too. In Rev. Rul. 57-117 the 
IRS took the position that the sale of 
property which had lost its value to the 
taxpayer as a golf course after a portion 
of it was condemned for a highway was 
not itself an involuntary conversion. 
However in the light of the Masser case 
[see acquiescence note above.—Ed.] the 
service holds that where all the 
facts show a substantial economic re- 
lationship between condemned _prop- 
erty and other property sold by the tax- 
payer so that together they constituted 
one economic unit, the sale will be 
treated as an involuntary conversion. 
Rev. Rul. 59-361. 


now 


Limited EPT relief granted liquor dis- 
tiller. The Tax Court grants Section 
722 EPT relief to taxpayer, a liquor 
distiller. Taxpayer’s business changed 
character during the base period when 
it shifted its sales from young to aged 
whiskey. However, relief is limited to 
taxable years beginning in 1944 and 
later. The long aging process did not 
enable taxpayer to reap extra profits 
until that time. Brown-Forman Dis- 
tillers Corp., 33 TC No. 11. 


NY State income taxes deductible in 
year withheld. Applying the principle 
that withholding of tax is the equivalent 
of payment, the IRS rules that New 
York State income tax withheld from 
salary is to be treated by the employee 
as a payment of tax in the year of with- 
holding, regardless of when the em- 
ployer remits the tax to the state. Simi- 
larly, refund of overwithheld tax is tax- 
able income for a cash basis in the year 
of receipt if tax benefit was derived 
from the payment in the prior year. 
Special Ruling, 10/15/59. 


Income from Indian lands exempt. In- 
come directly derived from lands held 
in trust by the U. S. for the benefit 
of Indian tribes under various enumer- 
ated statutes is exempt from tax. Such 
exemption also inures to the benefit of 
the Indian heirs and devisees by or for 
whom the property is held, regardless of 
whether their interest is entire or an 
undivided fractional interest. Rev. Rul. 
59-349. 
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The purpose of this column will be to 
provide an open forum in which tax 
men can talk to each other about unique 
tax problems. 

Your editors want to stimulate discus- 
sion about problems which diligent re- 
search will not answer and which con- 
stantly challenge every experienced tax 
man. These problems will naturally tend 
to be rather narrow, as for example are 
the problems in this first column, but we 
believe consideration and discussion of 
a narrow problem often sharpens think- 
ing about broader aspects and basic 
principles of taxation. 

The success of this column must ob- 
viously depend on your participation. 
We hope therefore that you will sub- 
mit to us for open discussion those in- 
teresting problems which you have ex- 
perienced and will also offer your com- 
ments on the problems presented. We 
also hope you will pass on for com- 
ment, information regarding positions 
taken by the Internal Revenue Service 
on ruling requests or in administrative 
examinations. 

We urge you to take the brief time 
required to put in writing your re- 
actions, thoughts and comments. We do 
not want you to undertake research. We 
want those “off the cuff,’ “curbstone,”’ 
“top of the head” reactions of the ex- 
perienced tax man which are so often 
more perceptive and enlightening than 
ihe products of extended research. 

We think this column if enthusiastic- 
ally supported by you can be of unique 
value and great interest to you and all 
... Theodore Berger and 
Burton Kanter, editors. 


other readers. 


Who pays capital gain tax 
when trust grantor dies? 


\ POINT involving short-term trusts came 
up recently. The grantor of a typical 
short-term reversionary trust died prior 


to expiration of the term of the trust. 
During the grantor’s lifetime, capital 
gains of the trust were taxed to him 
under Section 677 since they were ac- 
cumulated for the benefit of his rever- 
sion. After the grantor’s death, but in 
the same taxable year, a capital gain 
was realized on the sale of some com- 
mon stocks. The question which bothers 
us is: Who is taxed on the capital gain? 
Is it included in the joint return filed 
for the decedent with the surviving 
wife? Is it taxed to the decedent's estate? 
Or is it picked up on the trustee’s re- 
turn? 

The reaction of a trust officer of a 
bank who is an outstanding authority 
on trust tax law was that the trust was 
no longer a grantor trust after the 
grantor’s death, and that the usual rules 
of trust taxation would apply. There- 
fore, the gain would be taxed to the 
trust since it was not distributed to a 
beneficiary. 

Another tax however, 
thought the capital gain was in the 
nature of income in respect of a de- 
cedent since the grantor would have 


attorney, 
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been taxable on it had he lived. And so 
the successor to the grantor’s reversion, 
his estate, should be taxed on the capital 
gain after his death. 

Resolution of the question of who 
bears the tax, however, only seems to 
raise other and more difficult problems. 
Is the basis of the trust assets to the 
trust affected by the date of death value 
which becomes the basis of the rever- 
sion? If there is a new basis in part, does 
this start a new holding period? 

What are your thoughts about these 
problems? w 


How to handle 
Sec. 1301 income? 


ANOTHER QUESTION recently raised with 
us involves the method of computation 
under Section 1301, which permits in- 
come earned over a period of more 
than three years to be spread back over 
the period it was earned. Assume a tax- 
payer receives a fee of $100,000 in 1959 
to be spread back over a period be- 
ginning in 1956 in such manner that 
only $5,000 is allocated to 1959. Assume 
further that his other 1959 deductions 
exceed his other income by $50,000, that 
is, he would have a net operating loss 
of $50,000 for 1959 except for the Sec- 
tion 1301 income item. In making the 
computation of 1959 tax under Section 
1301 you spread the $100,000 over 1956, 
1957, 1958 and 1959, and compute the 
amount of the tax increases each year 
as if the spread-back income had been 
received ratably as earned. The tax for 
1959 cannot exceed the sum of those in- 
creases. In making this computation 
would you foilow the method in (a) or 
(b) below—or some other method? 




















Method (a) 1956 1957 1958 1959 
Other income or (loss) $10,000 $15,000 $25,000 ($50,000) 
Spread-back of fee under 
Section 1301 25,000 35,000 35,000 5,000 
$35,000 $50,000 $60,000 ($45,000) 
Income on which Section 1301 
computation is based 35,000 50,000 60,000 —)— 
Method (b) 
Other income or (loss) $10,000 $15,000 $25,000 ($50,000) 
Spread-back of fee under 
Section 1301 25,000 35,000 35,000 5,000 
$35,000 $50,000 $60,000 ($45,000) 
Carryback 1959 “net operating 
loss”’ (35,000) (10,000) 45,000 
Income on which Section 1301 
computation is based —0— $40,000 $60,000 —0— 
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How to prevent real estate venture 


being taxed as a cor poration 


by BYRON F. WHITE 


The choice of corporate or non-corporate form for the real estate venture usually 


is made on the basis of tax bracket of the participants. But the real trick is to be 


sure that, if the non-corporate organization is used that the IRS not be able to tax 


it as a corporation. This article assembles the factors governing choice of form, 


and then develops in some detail the ways the organizers can insure that the de- 


sired tax treatment actually sticks. 


few FACT THAT a real estate syndicate 
may comprise anywhere from two or 
three persons to a couple of thousand 
makes tax planning of the form of 
organization a rather delicate operation. 
Also, the fact that the venture may pur- 
chase hold it for 
speculative gain, or it may purchase in- 


raw acreage and 
come property with a view toward op- 
erating or leasing it for a period of time 
and then selling at a capital gain, or 
may purchase land to develop into resi- 
industrial in- 
come property adds to the complica- 


dential, commercial or 
tion. The syndicate may be a corpora- 
tion, trust, general partnership joint 
venture, or limited partnership. 

Usually, a promoter or management 
group obtains an option or a contract 
to purchase a property and then offers 
it to a group of investors, who furnish 
the capital for the syndicate. If the 
number of investors is small, the tax 
and legal problems can be solved with- 
out too much difficulty, since the par- 
ticular problems of each investor can 
be taken into consideration. However, 
if the syndicate involves a large group 
of investors, individual problems of 
each investor cannot be taken into ac- 
count and the problems of organization 
and operation become difficult and com- 
plex. 


Corporate syndicates 


If the investors are in relatively high 
tax brackets, it may be advantageous to 


have the income of the venture taxed at 
corporate rates. However, if the syndi- 
cate is attempting to reach large num- 
bers of small investors, this does not 
offer any advantage since many such po- 
tential investors are in an income tax 
bracket below 30%. 

If the corporation is capitalized with 
part debt and part stock, a large por- 
tion of the investors’ capital can be 
returned to the investors tax-free. The 
debt can be paid off in installments 
through earnings, and depreciation re- 
serves. If the indebtedness is bona fide, 
the payments on the indebtedness is 
tax-free return of capital.1 

The corporation affords limited liabil- 
ity for both investors and incorpora- 
tors. It provides for facility in holding 
title to the real estate regardless of 
what happens to the individual in- 
vestors and promoters. It allows cen- 
tralization of management in the pro- 


moters. Continuity of existence is 
achieved. It provides for adequate 
methods to compensate the promo- 


torial group. 

In spite of all c. the non-tax ad- 
above, corporations 
which are taxed as such are not popu- 
lar as syndicates because of the many tax 
disadvantages. Cash which the corpo- 
ration receives out of profits is not 
available to shareholders without pay- 
ment by the shareholders of an addi- 
tional tax. If the corporation distributes 
a dividend from accumulated earnings, 


vantages recited 


or from earnings of the current year, 
ordinary income results. If the corpora- 
tion is liquidated and the earnings and 
reserves for depreciation are then dis- 
tributed to the shareholders, a capital 
gain would result, to the extent the 
proceeds exceed the investment in the 
corporation. But if the corporation is a 
collapsible corporation, the excess 
would be ordinary income.? If excess 
cash from mortgage proceeds is dis- 
tributed to investors, it could result in 
either ordinary income tax* or capital 
gains tax.* Earlier cases indicated that a 
high ratio of debt to stock equity could 
be sustained by the taxpayer corpora- 
tion, but recent cases indicate that there 
is considerable speculation and risk that 
the debt will probably be considered 
stock where the debt was incurred to 
purchase or acquire the business prop- 
erty from the beginning of the syndi- 
cate.5 All of these disadvantages have 
deterred real estate syndicates from us- 
ing the corporate form. 


Subchapter S 


Subchapter S of the Internal Revenue 
Code, allowing the shareholders to 
elect to have corporation income taxed 
directly to the shareholders, rather than 
be subject to corporation taxes, cannot 
be used by most real estate syndicates. 
The election is revoked automatically if 
20% or more of the corporation’s in- 
come is derived from rents, and if the 
syndicate has more than ten members, 
the election is not available. However, 
in the case of a small syndicate where 
the investors are merely holding un- 
developed real estate for speculative 
gains, the election is applicable; IRS 
Section 1372(e)(5) would not apply since 
there is no rental income. An electing 
corporation, if it complies with the 
20% rental income restriction, could 


1 But see n. 5 infra. 

2Since depreciable property used in the trade or 
business is a “collapsible asset,’ the real estate 
syndicate corporation is vulnerable to the collap- 
sible attack if the property is sold within three 
years of the acquisition date. 

8A distribution would be ordinary income to the 
extent of corporate earnings and profits. Proceeds 
from government guaranteed mortgages automa- 
tically increase the earnings and profits by the 
difference between the original cost of the prop- 
erty and the amortized amount of the mortgage 
debt. IRC Section 312(j). 

*If no corporate earnings and profits exist, the 
distribution is applied against the basis and 
the excess is capital gain. 

5 Gooding Amusement Co., 236 F.2d 159 (6th Cir. 
1956); Benjamin D. Gilbert, 248 F.2d 399 (2d Cir. 
1957), TC 1958-8; Texoma, TC 1958-36; Hoersting, 
TC 1958-3. If the debt is held to be stock, any in- 
terest and principal payments on the “debt’’ are 
taxable as dividends to the shareholders, and the 
corporate deduction for interest is denied on the 
ground that the payment is a dividend payment 
rather than an interest payment. 

®See however discussion at 10 JTAX 268, May 
1959, of the proposed Regulations under Subchap- 
ter S which would bar an election by a corpora- 
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construct or otherwise acquire Section 
1231 assets and sell them for capital 
gains without application of collapsible 
corporation rules.® 


Proposed law 


Special real estate investment corpo- 
ration legislation was introduced by the 
Senate Finance Committee as an amend- 
ment to H.R. 8381, but was eliminated 
by the Joint Committee.7 The proposed 
measure had strong Senate support and 
probably will be introduced again. It 
would apply to large syndicates, one 
hundred persons or more, and would 
tax them in somewhat the same way 
Regulated Investment Companies are 
taxed.8 It would secure for investors in 
these companies essentially the same tax 
treatment as they would receive if they 
had invested directly in the real estate. 
It would eliminate the double taxation 
on distributed earning and make the 
real estate investment corporation a 
mere conduit. [See comment on recent 
developments in this area at 11 JTAX 
316, Nov. 59.—Ed.] 


Trusts as syndicates 


The trust form of entity has many 
non-tax advantages for real estate syndi- 
cates. It provides for convenient title 
holding, centralization of management 
in the trustee, transferability of bene- 
ficial interests without affecting the con- 
tinuity of limitation of 
personal liability in certain cases, and 
perpetuity of existence unfettered by 
death of a trust beneficiary or vesting 
of beneficial interest in a minor. 

However, the above corporation-like 
attributes of 


Management, 


caused 
as cor- 


many trusts have 
hold 


associations, 


courts to trusts taxable 


porate thus eliminating 


much of the usefulness of the trust as a 
form of entity for the usual real estate 


tion in process of liquidation. 
"Section 44 of Technical Amendments Bill of 
1958, Sen. Rep. July (1958). 

®IRC Subchapter M, Sections 851-855. 

* Other related cases and rulings indicating the 
same result are: Sherman, 146 F.2d 219 (CA-6 
1944); Fletcher v. Clark, 150 F.2d 239 (CA-10 
1945); Reg. 118, Sections 39.3797-3; IRB 1957-45, 
137; Estate of Levi T. Scofield, 25 TC 774 (1956); 
Main-Hammond Land Trust, 200 F.2d 308 (CA-6 
1952); Elmer Irvin Trust, 29 TC No. 91 (1958). 
‘oSyndicate Under Agreement, 1945 P-H TC Memo 
Dec. 45,249. 

1’ Main-Hammond, supra. 

12 Swanson, supra. 

183A. A. Lewis & Co., 301 U.S. 
stead Hotel, 11 TC 694 (1952). 
4 TRC Section 751. 

1S Reg. 118, Section 39.3797-4. 
© Ostrow, 1956 P-H TC Dec. 56,183, Olmstead Ho- 
tel, supra. 

17 Bloomfield Ranch, 167 F.2d 586 (CA-9 1948). 

18 Western New York Form Syndicate, 1947 P-H 
TC Dec. 47,098; Royal Palm Cemetery Syndicate, 
1945 P-H TC Dec. 45,365. 

18 Detroit Park Shelton, Docket No. 68563, Butler- 
St. Louis Building, Docket No. 68562, State Madi- 
son Building, Docket No. 


385 (1937); Olm- 
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syndicate. The Supreme Court, in Mor- 
rissey (296 U.S. 344, 1935) held that the 
chief and essential factor in classifying 
the trust as an association is carrying 
on of a business enterprise for profit.® 

Trusts have been taxed as associations 
where the property has been purchased 
and placed in trust for liquidation and 
sale,10 where the trust assets were leased 
out for a long term on a net lease,11 
and where only a single parcel of real 
estate is involved.12 Thus, in active real 
estate syndicate ventures, the trust form 
most probably will be taxed as an as- 
sociation. However, a trust for mere 
holding title of undeveloped real estate, 
with a view toward increase in value, 
and a sale of the entire parcel without 
any business activity, subdivision, or de- 
velopment, would probably not be a 
trust taxable as a corporate associa- 
tion.13 


Partnerships and joint ventures 


The Internal Revenue Code defini- 
tion of partnerships includes syndicates, 
groups, pools, joint ventures, or other 
unincorporated organizations by means 
of which any business or venture is Car- 
ried on and which is not a trust, a 
corporation, or an association taxable 
as a corporation. 

Partnerships are often used for real 
estate syndicates. Non-tax advantages 
are that a partnership is a simple form 
of organization and under most state 
laws all sorts of entities may be mem- 
bers of the partnership including corpo- 
rations, other partnerships, and trusts. 
Also, under the Uniform Partnership 
Act, title to real property may be held 
in the partnership name. 

Tax advantages include the impor- 
tant point that the profits, depreciation 
reserves, and excess mortgage proceeds 
are to the investors without 
a second tax to pay. Deductions, espe- 


available 


cially the accelerated depreciation de- 
and the deductions 
during the course of construction, are 
allowable to the directly 
against ordinary income. Also, since col- 


ductions available 


investors 


lapsible corporation rules do not apply, 
there is an excellent chance to sell the 
real estate for a capital gain without 
fear of being a collapsible corporation. 
Real estate used for the production of 
income would not be considered a col- 
lapsible partnership asset.14 


The association risk 


There is a risk of being taxed as an 
association if the partnership has cen- 


[Mr. White is a member of the Cali- 
fornia Bar and a certified public ac- 
countant. He practices law in San 
Diego as a member of the firm of White 
& Froehlich. This article is based on 
part of a paper written for 1959 Major 
Tax Planning, 11th Tax Institute, Uni- 
versity of Southern California School of 
Law, published by Matthew Bender & 
Co., Albany 1, N. Y.] 





tralized management in a representative 
capacity and is not interrupted by the 
death of a participant or by the trans- 
fer of a participating interest.15 

In attempting to centralize manage- 
ment without being taxable as an as- 
sociation, ministerial powers may be 
delegated to agents who sometimes hold 
title and perform duties regarding the 
property.1® Ministerial powers probably 
could include collecting rents, finding 
tenants, purchasing supplies and minor 
maintenance of the property. But if 
important and unlimited powers are 
delegated, such as entering into leases, 
selling the property, mortgaging, and 
altering and repairing the property, 
such powers would probably be con- 
sidered management  suffi- 
cient to be deemed taxable as a corpo- 


centralized 


ration.17 

Transferability of interest is also an 
important factor in court decisions in 
determining whether or not a _part- 
nership has enough attributes of a cor- 
poration to be taxed as an association. 
If the agreement provides for facility 
in transfer of the partnership interests 
without any interruption in the con- 
tinuation of the partnership, this is 
weighed heavily by the courts in finding 
the partnership should be taxed as an 
association.1§ 

Presently several cases are pending in 
the tax court wherein the Commissioner 
is attempting to tax partnerships and 
joint ventures as associations.19 

One such joint venture case under at- 
tack by the Commissioner is the Detroit 
Park Shelton case. There the hotel was 
purchased in 1953 by three individuals 
common. These individ- 
uals leased to a corporation on a net 
lease basis, the corporation managing 
and operating the hotel. The agree- 
ment continues until the hotel has been 
disposed of, or after the death of any 
of the three individuals, but the per- 
sonal representative may elect to con- 
tinue wherein a new joint venture will 
automatically be formed. Each of the 
three individuals could transfer por- 


as tenants in 
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tions of his interest under sub-agree- 
ments without interruption of the 
entity. It is provided, though, that such 
a transfer shall not result in an assign- 
ment as to the original partner’s re- 
lationship to the other orginal part- 
ners. The three owners are prohibited 
from delegating managerial functions 
such as selling the property, modifying 
the lease, making substantial repairs, re- 
financing. The Commissioner’s present 
attack on such agreements apparently 
is that the ‘‘sub-agreements” which each 
of the three original venturers have 
with investors is an 


made numerous 


association taxable as a corporation. 
Limited partnerships 


The limited partnership seems to be 
the most recommended entity for real 


estate syndicates since the taxpayer 
prevailed against the Commissioner in 
Glensder Textile Co. (46 BTA 176, 


1942) and the Commissioner acquiesced 
(1942-1 CB 8). In Glensder Textile, the 
limited partners, had limited liability; 
the general partners had a right to con- 
tinue the partnership on the death of 
one general partner if all surviving 
general partners consented. The opin- 
ion in the case placed importance on 
the fact that the general partners, or 
one of them, must be financially re- 
sponsible or “corporate resemblance” 
may require taxation as an association. 
The fact that the partnership can 
continue without interruption on death, 
incompetence, or withdrawal of a gen- 
eral partner upon approval by all gen- 
eral partners does not constitute corpo- 
rate continuity taxable as an associa- 
uninterrupted continuity 
upon the death, incompetence or with- 
drawal of a limited partner will not 
result in becoming taxable as a corpo- 
rate association, if there is interruption 
by the death, incompetence or with- 
drawal of a general partner.?1 
the above favorable tax 
cases and rulings, it would seem wise to 
attempt to obtain a private ruling of 
non-taxability as a corporate association 
before establishing a large financial in- 
vestment in a _ limited partnership 
syndicate. A recent favorable ruling re- 
ceiving wide publicity in the New York 
the Syndicate.2* 
This syndicate has approximately 1200 
limited who 


tion,29 also 


Even with 


Times is Glickman 


partners have invested 


2 Rev. Rul. 54-484 (1954-2 CB 242). 

21 Reg. 118, 37.3797-5. 

22 New York Times, 16 page Sunday supp., June 
28, 1958. 
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$5,000 each to purchase the General 
Motors Building. Three general part- 
ners have the right to buy and sell, 
borrow against, mortgage, and lease the 
real estate. The limited partnership has 
leased the building to an operating cor- 
poration. Termination of the partner- 
ship occurs upon death, retirement or 
bankruptcy of a general partner. Limit- 
ed partners may assign their interests 
upon consent of the general partners, 
the assignee substituting as a limited 
partner. 

It is concluded that the Glickman 
type limited partnership is an ad- 
vantageous form for large real estate 
syndicates and is recommended in Cali- 
fornia and other states which have 
passed the Uniform Partnership Act. 


Incorporating the partnership 


Tax advantages may be gained if the 
investors are high bracket investors by 
operating a limited partnership for a 
few yéars, then transferring to a corpo- 
ration. This procedure permits early 
expenses such as accelerated deprecia- 





Net worth reconstruction proper; omis- 
from income fraudulent. 
payer did not report income from cer- 
tain cafes, from rents, from interest, and 
from his numerous gambling activities. 


sions Tax- 


He caused the income from two of the 
cafes to be reported by another person 
and did not maintain complete and 
adequate books and records. The court 
finds the Commissioner’s use of the net 
worth method to recompute taxpayer's 
income was proper. It also concludes 
that taxpayer’s omissions from income 
too too varied, 
tinuous, and too excessive, to be plaus- 
ibly attributed to inadvertence or care- 
lessness. It therefore holds the returns 
for all the years were false or fraudulent 
with intent to evade tax. Vitello, TCM 
1959-176. 


were many, too con- 


Illiterate found lacking in intent to 
defraud by calculated tax evasion. Al- 
though the evidence adduced by the 
Commissioner in support of his fraud 
charge against taxpayer would have been 
sufficient against a man of ordinary 
knowledge and intelligence (repeated 
understatements of income for a period 
of 8 years), the court holds it failed to 
prove fraud against taxpayer, an illiter- 
ate cattle trader. One essential element 


New fraud and negligence decisions 


tion, interest, taxes, and deductible 
construction period costs to be deducted 
against high bracket individual income. 
As the depreciation and interest deduc- 
tions begin to decrease, and a substan- 
tial net profit appears, the syndicate 
can be incorporated and taxed at the 
lower corporate rate. The transaction 
can be a taxfree incorporation by trans- 
ferring partnership interests in ex- 
change for stock or securities, or a tax- 
able transaction can be effected by a 
sale to the corporation, thus effecting a 
stepped up basis at capital gain rates, 
assuming a bona fide sale at fair market 
value. However, if depreciable property 
is transferred, ordinary income will re- 
sult unless after the transfer there is at 
least 20% of the value of the outstand- 
ing stock owned by unrelated parties. 
This section will not likely apply where 
there are many owners of the property 
since no one individual would ordin- 
arily constructively own 80%. In cases 
where one individual does own 80%, 
new investors can be brought in to the 
extent of the 20%. bs 


which goes to the heart of the fraud 
issue namely, the intent to defraud by 
calculated tax evasion, was lacking. Tax- 
payer knew nothing about the world 
beyond trading cattle and renting cars. 
He had no general business awareness, 
no shrewdness, no ability, and in fact 
was discharged from military service for 
defective vision and mental deficiency. 
Umentum, TCM 1959-211. 


Commissioner failed to sustain burden 
of proving fraud; limitations bar as- 
sessments. An operator of a bakery kept 
a good set of books, employed a compe- 
tent bookkeeper, and competent outside 
accountants to prepare his tax returns 
which they did on the basis of his 
books. Notwithstanding all this, the 
Commissioner made numerous adjust- 
ments to net income for years 1944- 
1947 and determined that the omissions 
were due to fraud with intent to evade 
tax. In weighing the evidence as to the 
the court finds the Com- 
He 
failed to prove by clear and convincing 
evidence that the source of so-called 
unidentified deposits and investments 
unreported sales. 


fraud issue, 


missioner has not met his burden. 


came from bakery 


Furthermore, the withholding of $300 a 
week from sales, as alleged by the Com- 
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missioner, for the purpose of purchasing 
on the black market did not affect the 
tax liability because the omissions from 
sales and the omissions of the purchases 
from cost of goods sold completely 
washed out one another. As there was 
no fraud, assessment of the deficiencies 
is held barred by the statute of limita- 
tions. Lloyd Estate, TCM 1959-208. 


Bank deposit method used to recon- 
struct accountant’s income; returns 
fraudulent. Taxpayer, an accountant 
and tax advisor who had shown his oc- 
cupation as “real estate, etc.” on his in- 
come tax returns, failed to disclose that 
he was rendering accounting and tax 
services, and failed to keep complete 
and accurate records of his income and 
rent collections. Use of the bank deposit 
method in determining his income is 
held justified. For lack of proof, the 
court rejects taxpayer’s contention that 
some of the deposits represent non-tax- 
able loan repayments and expense re- 
funds. It also holds that taxpayer failed 
to prove that certain deposits repre- 
sent a return of his cost of tax liens. 
Furthermore, assessment and collection 
of deficiences are held not barred by 
the expiration of the statute of limita- 
tions upon a finding that the returns 
for the taxable years are false and 
fraudulent. Albob Holding Corp., TCM 
1959-186. 


Lawyer’s failure to report income fraud- 
ulent. Taxpayer’s income was derived 
from the practice of law and from the 
rental and sale of real estate. In his re- 
turns he reported no income tax liabil- 
ity and omitted items of income such 
as legal fees, interests, rents, and gain 
from the sale of property. In his return 
for one year he overstated the cost of 
a rental property and the allowable de- 
preciation on it when he discovered that 
without such overstatement he was go- 
ing to have some income tax to pay. 
laxpayer’s excuse for failure to report 
real estate profits was that he under- 
stood as long as he was putting this 
income into like property, he did not 
have to include it in his income tax 
returns. The court holds that taxpayer, 
as an attorney who prepared hundreds 
returns for 
known that income from real estate was 


of tax others, must have 
not taxfree merely because of reinvest- 
ment. The returns are deemed fraudu- 
lent so that the statute of limitations is 
inapplicable to bar the deficiency assess- 


ments. Spriggs, TCM 1959-191. 


Corporate funds mingled with officers; 
fraud penalties against corporation sus- 
tained. Taxpayer-corporation owned and 
operated three rental properties which 
it acquired from the president of the 
corporation. The president, an account- 
ant and tax advisor, was not a stock- 
holder, but managed the properties for 
the corporation, and in so doing de- 
posited some of the rental receipts in 
the corporate bank account, and the 
balance, after paying expenses, he com- 
mingled with his own funds. No re- 
turns were filed on behalf of the corpo- 
ration. The court holds, (1) the corpo- 
rate income can not be taxed to the 
president since the corporation is a 
separate taxable entity and not a mere 
sham [the facts do not disclose, nor does 
the court discuss, the ownership of the 
corporation.—Ed.]; (2) the president 
cannot be held to have received the 
income as constructive divi- 
dends since he had never been a stock- 
holder; (3) the corporation is liable for 
fraud penalties on the ground that the 
president’s management of the corpo- 
rate affairs and rental properties was 
calculated to mislead and conceal the 
corporation’s true income. Albob Hold- 
ing Corp. TCM 1959-186. 


corporate 


Return for first year of unreported busi- 
ness fraudulent though omissions were 
small. In 1949 taxpayer, who was en- 
gaged in the trucking business, began in 
addition to sell scrap or salvage. He 
omitted all sales and realized 
from the scrap or salvage in his returns 
for 1949, 1950 and 1951. For the latter 
two years taxpayer was convicted of 
having knowingly and wilfully attempt- 
ed to evade taxes. Even though the 
amount of omission for 1949 was com- 
paratively small, the court is satisfied 
from the evidence that in that year tax- 
payer initiated the scheme of tax eva- 
sion which resulted in considerably 
larger amounts of unreported income in 
the subsequent years. It therefore finds 
the 1949 return false and fraudulent. 
Bodnar, TCM 1959-198. 


income 


Fraud penalty upheld; taxpayer failed 
to report substantial amounts of income. 
Taxpayer, a farmer, filed a 1946 income 
tax return showing a tax due of $2,800. 
A government audit revealed that tax- 
payer understated his income by $82,- 
000, and a deficiency of $24,000 plus a 
civil fraud penalty of $12,000 were 
assessed against taxpayer. Rejecting tax- 
payer’s contention that he relied on his 
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attorney-accountant, the court upholds 
the fraud penalty. The evidence showed 
tha taxpayer never deposited a cus- 
tomer’s check for $14,300, but instead, 
had his bank credit this amount directly 
to his loan account. Another such check 
for $6,400 was also undeposited and was 
used to purchase a cashier’s check from 
the bank which in turn was used to buy 
some land. Taxpayer knew that the 
attorney-accountant who prepared his 
returns did not independently investi- 
gate his transactions beyond those shown 
on his deposit slips, cancelled checks, 
bank statements or any other informa- 
tion furnished by the taxpayer. Tax- 
payer’s contention that he was a man 
of little education is without merit. His 
attorney-accountant testified that over a 
five-year period, taxpayer was guilty of 
more omissions from income than any 
other client. The record is sufficient to 
show that taxpayer willfully and in- 
tentionally omitted income with an in- 
tent to evade tax. Carter, DC Tex., 10/ 
26/59. 


Net worth computation for livestock 
farmer upheld. A livestock and dairy 
farmer who kept no books or records 
had his income computed for the years 
in issue on the nét worth 
computation. He raised no issue with 
respect to any item appearing on the 
net worth statement, save the annual in- 
crease in cattle inventory determined by 
the Commissioner to have been the re- 


basis of a 


sult of purchases made during the net 
worth period. Taxpayer contends the 
inventory increases resulted primarily 
because of animals born to the herd, and 
the increase should therefore not have 
been included in the net worth state- 
ment. The court sustains the Commis- 
sioner’s findings as based on actual in- 
formation supplied by taxpayer or his 
attorney. Weaver, TCM 1959-199. 


Lawyers income reconstructed by net 
worth [Certiorari denied]. The Commis- 
sioner determined on the basis of a net 
worth that taxpayer, a 
lawyer, failed to report over $100,000 
during the years 1944-1950. Taxpayer 
had destroyed his record for 1944-48 and 
had inadequate records for 1949 and 
1950. The Tax Court sustained the 
Commissioner’s net worth computation. 
In the light of the substantial under-re- 
porting of income, the court also found 
that the deficiencies were due to fraud. 
The Third Circuit affirmed. Shahadi, 
cert. den., 10/26/59. 


computation 
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Federal Temporary Unemployment 


Compensation comes to an end 


N°’ THAT THE Temporary Unemploy- 
ment Compensation program has 
practically run its course, experience 
with it is being studied as a guide for 
state policy. 

During the year that the Temporary 
Unemployment Compensation Act of 
1958 was in operation, over 2 million 
unemployed individuals collected $600,- 
700,000 in additional benefits after they 
had exhausted their benefit rights under 
the unemployment 


regular insurance 


laws. This was reported by Labor Mar-’ 


ket and Employment Security. 

The TUC Act became effective June 
19, 1958, was extended for 3 months by 
the Act of March 31, 1959, and expired 
during the first week of July 1959 (ex- 
cept in Ohio). Under the provisions of 
this Act, unemployment benefits were 
extended temporarily in states which 
agreed to accept the program. In such 
states, workers who had exhausted their 
benefit rights under regular unemploy- 
ment insurance programs were eligible 
to receive additional benefits equal to 
50% of the total amount to which they 
had previously been entitled. 

During the year of operation, bene- 
fits were extended temporarily in 33 
states, the District of Columbia, Puerto 
Rico, and the Virgin Islands. Seventeen 
states participated fully in the program 
set up by the TUC Act and paid ex- 
tended benefits to exhaustees under ail 
regular programs (State, Federal civilian 
employees, Korea and ex- 
servicemen). Fourteen states limited the 
extended 


veterans, 


under 
the regular Federal programs (Federal 
civilian, veterans, and ex-servicemen). 


benefits to exhaustees 


Five states established their own ex- 
tended duration programs for exhaustees 
their All states 
took interstate claims as agents for those 
states which had extended benefit pro- 


grams. 


under state programs. 


Originally the temporary programs 


under the TUC Act were scheduled to 
expire at the end of March 1959. They 
were extended for 3 months, but the 
extension covered only those persons 
who had filed valid claims prior to April 
1 in “flexible-week” states and April 5 
in “calendar-week” states. The extension 
did not change the maximum amount 
of benefits to which individual claim- 
ants were entitled; it merely provided a 
longer period in which such benefits 
could be paid. 

The legal restrictions imposed under 
the extension produced a sharp reduc- 
tion in the number of claimants during 
the second quarter of 1959. In addition, 
two states—Nevada and Wisconsin—dis- 
continued the temporary programs at 
the end of March. New York, during 
this final 3-month period, had its own 
temporary program, although it had 
been a part of the TUC program dur- 
ing the first 9 months. 

The temporary programs terminated 
in all states except Ohio during the first 
few days of July. In Ohio, the program 
does not end until December 27, 1959. 
Consequently, during July, activities 
under the temporary programs 
limited almost exclusively to Ohio. In 
the other states, final benefit payments 
were made during the first few weeks of 
July to those who had filed compensable 
claims for weeks beginning before July 
1, 1959. 


were 


Benefits were $600 million 


During the year TUC was in opera- 
tion, 2,013,000 persons received tempo- 
rary benefit payments which, in the ag- 
gregate, totaled $600.7 millon. Benefici- 
aries in the 22 states which participated 
fully in the temporary programs received 
virtually all of this amount—$592.8 mil- 
lion. These 22 states account for about 
70 per cent of the workers covered by 
the regular unemployment 
programs. 


insurance 





The average beneficiary under the 
temporary programs received a weekly 
payment of $30.44 for 9.8 weeks, or a 
total of $298.31. 


Many entered program early 


Claimants filed nearly 2.5 million 
initial claims under the temporary pro- 
grams. Over one-half of the initial 
claims were filed during the July-Sep- 
tember 1958 period when the large back- 
log of persons who had previously ex- 
hausted regular benefit rights were en- 
tering the temporary programs. 

More than one-half million initial 
claims were filed in the first month of 
the programs. The number declined 
thereafter, dropping to 216,100 in De- 
cember and to 151,000 in March 1959. 
In the last months of the programs, the 
decline sharpened, with the volume 
dropping from 68,700 in April to 6,500 
in July. Virtually all of the initial claims 
during July were filed in Ohio. 

After the initial stages, most of the 
persons (about three-fifths) entering the 
temporary programs filed immediately 
after exhausting their benefits under the 
regular programs. About one-fifth of 
those filing initial claims had previously 
filed for extended benefits but had 
found temporary employment. The re- 
mainder had, for various reasons, de- 
layed filing for extended benefits. 


Peak in August 


Insured unemployment climbed stead- 
ily in the early weeks of the temporary 
programs as the backlog of jobless per- 
sons filed for extended benefits. In late 
August 1958, the peak number of in- 
sured unemployed under the temporary 
programs was 657,600. Then the volume 
of insured unemployment began a down- 
trend, dropping to 381,800 at the end 
of 1958. During the last week of June, 
the number was down to 55,800. 


Three-fifths exhausted benefits 


Three-fifths of all persons who re- 
ceived temporary extended _ benefits 
drew their full entitlement. The num- 
ber of persons who exhausted their ex- 
tended benefits rose sharply from 57,000 
during August 1958 to the peak of 
221,000 in October. By November, vir. 
tually a)! of the claimants who had 
filed in the early stages of the programs 
had eithe: exhausted their benefits or 
found work. In the succeeding months, 
the volume of final payments tapered 
off, dropping from 99,500 in December 
to 15,000 in July 1959. % 
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Social Security Rates Increase JANUARY, 1960 
Now Auaable 

NEW COMBINED PAYROLL 
WITHHOLDING TABLES 


For new law—effective January 1, 1960 


Cut your payroll bookkeeping iu half! 


Many employers find that Combined Withholding Tables afford substantial savings in payroll 
costs. One employer saves over 500,000 postings annually through the use of these combined tables. 





Tables are printed on heavy ledger paper, page size 814 x 11 inches. There are five tables, one 
for each of the following pay periods: weekly, bi-weekly, semi-montkly, monthly and daily and 
miscellaneous. Each consists of four pages. 


Complete sets of tables for all five pay periods plus instructions are bound into a 24 page book, 
81% x 11 inches. Price: $2. per complete book. Quantity discounts are: 10-25 copies, 10% discount, 
26 to 100 copis 15% discount, over 100 copies, 20% discount. Payment must be enclosed to earn 
discount. 


Recommended practice, based on experience, is to provide each person making up payrolls 
with a table for each of the pay periods he works with. 


USE THIS COUPON TO ORDER YOUR NEW PAYROLL WITHHOLDING TABLES we 


To: The Journal of Taxation, Inc. 


147 East 50th Street, New York 22 


Please send me ....... copies of the Complete New Combined Payroll Withholding Tables. 
vans bill company seeeeeeeDill me vseeeeeheck enclosed 

name 

rae 

settee 


OOOO R OR ORR REE ERE HEHE HERES EEE EEE EEE EEE E EE EEE ER SHEETS SEES EEEE EEE EE HEHE EE EE OEE SHEE EEE EEE EE EEEEEE EEE EEE SEES EE EEEEEE SESE EESEEEEEEESEEEEEEEEHE EEE EEEEEE EEE EEE EEEEEE SESE EEEEEEEEESEES 











The Journal of Taxation » 


January 1960 


THE TAXATION OF INDIVIDUALS 


Personal Tax Problems 


EDITED BY HAROLD OELBAUM, 


iB . 





T&E: Would abolition of the Cohan 


rule be fair and efficient? 


A’ EVERY TAX practitioner knows the 
travel and entertainment deduction 
is an item that consumes a great deal 
of time of tax auditors and taxpayers, 
results in the irritation of one with the 
other, and is probably the item most 
likely to undermine popular respect for 
the tax system. However, the comments 
of experienced tax men at the Ways 
and Means Committee hearings include 
general approval of the IRS approach. 
Certainly there is little reason to expect 
any pressure for relaxation of the IRS’ 
current rather tough position on these 
expenses. The insistence of agents, par- 
ticularly those at the lowest levels, on 
meticulous proof can be vastly annoy- 
ing to the taxpayer who knows he spent 
the money claimed but who has poor 
records, and frequently practitioners re- 
port unrealistic standards of proof de- 
manded by agents. But, in the larger 
context, such IRS policies cannot be 
condemned. The IRS really has no al- 
ternative. Harry J. Rudick of New York, 
a well-known tax lawyer and partner of 
Lord, Day and Lord, in his proposals 
to the committee offered a suggestion 
for adopting a money limit above which 
burden would be cast on the employer 
to maintain records. “Our tax system is 
largely a system of self-assessment and, 
as has happened in other countries, if 
taxpayers generally form the notion that 
tax avoidance and cheating are accepted 
practices, our system will break down. 
“It is well known that one of the 
most prevalent tax avoidance techniques 
is the expense account. That is why it 
is particularly important to do some- 
thing about the problem. But we must 
also be practical about it. We should 
not try to make taxpayers*account for 
every penny of expense allowance nor 
should minimal amounts be questioned 
even though they are padded somewhat. 
We cannot expect employing businesses 
to keep minute records of their employ- 
ees’ expenses, nor to pay for the auditing 


which would be required to establish 
detailed control of expense accounts. 
My suggestions in this area are as fol- 
lows: 

“1. Where the employee renders to 
his employer a reasonably detailed ac- 
count of his entertainment and travel 
expenses, the reimbursement to him 
should, as at present, be treated simply 
as a wash transaction for tax purposes, 
ie., the employee reports no income and 
claims no deduction. However, where 
the aggregate amount of travel and en- 
tertainment expenses incurred by an 
employee in any one taxable year of the 
employer, whether paid directly by the 
employer or by way of reimbursement 
to the employee, exceeds, say $5,000, 
the employer should be required to 
keep reasonably detailed records of the 
amounts spent by or reimbursed to such 
employee, and to file with his or its 
return a list of the persons whose aggre- 
gate entertaining expenses exceed the 
stated sum and the extent of the excess. 
Such employees’ accountings should be 
retained by the employer for a specified 
period, say 6 years, and be available for 
inspection by Treasury agents examin- 
ing the returns of the employer or the 
returns of the employees. Where the 
employee is a close relative of the em- 
ployer or is a large stockholder of the 
employing corporation, special scrutiny 
will presumably be given to the amounts 
claimed. 

“2. As at present, where the employee 
does not account to his employer for 
travel and entertaining expenses, the 
amount paid to him on account of such 
expenses shall be treated as additional 
compensation to him, both by employer 
and employee, and the employee shall 
be allowed only such deductions as he 
can substantiate under the usual burden- 
of-proof rules. 

“3. Where an employer maintains en- 
tertainment or recreational facilities 
separate and apart from the premises 





where commercial or industrial activities 
take place, such as hunting and fishing 
camps, private yachts, etc., the return 
of the employer should be required to 
separately show the cost of maintaining 
such facilities and records should be 
required to be kept available for inspec- 
tion by revenue agents showing the 
names of the persons availing themselves 
of these facilities, the periods of their 
occupancy and the business and family 
relationships of such persons to the em- 
ployer. We should be able to proceed 
on the assumption that business is done 
on the basis of the quality of the prod- 
ucts and services bought and sold rather 
than primarily on the social amenities; 
and unless the employer can show that 
anticipated from the establishment and 
maintenance of the facilities is com- 
mensurate with the costs of maintaining 
them, such costs should be disallowed. 

“4, Entertainment and_ recreational 
facilities maintained at premises where 
regular industrial and commercial activi- 
ties of the employer are carried on shall 
not give rise to any increase in income 
of the employees availing themselves of 
such facilities and the cost of maintain- 
ing them shall be deductible by the em- 
ployer. Thus, free lunches or gamerooms 
supplied to employees on the premises 
connected with the usual industrial and 
commercial activities of employers shall 
not be counted as compensation nor as 
part of the $5,000 limit referred to 
above. 

“5. The costs of general employee or 
customer entertainment, for example, 
the cost of holding an annual dinner 
for employees, or the cost of maintaining 
a hospitality booth or suite at an indus- 
try association meeting, would be de- 
ductible as at present and would not 
count as part of the $5,000 limit re- 
ferred to above. 

“Admittedly, the adoption of rules 
such as those suggested above” Mr. 
Rudick concluded, “would not eliminate 
all expense account abuses, but it would 
at least curb gross abuses without great 
cost or inconvenience to either taxpayers 
or the Treasury.” 


Better enforcement urged 


V. Henry Rothschild, a New York 
lawyer who has written extensively in 
this field, discussing the same problem, 
saw merely the need for continuing en- 
forcement. “So far as business expense 
deductions are concerned” he said, “I 
don’t think that what we need is more 
substantive law. The roads are pretty 
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well posted and, by and large, people 
know what is and what is not a proper 
business expense. I believe that the an- 
swer rests not in new laws but in a 
new, fresh program for enforcing the 
existing law. For such a program, the 
Treasury Department would need added 
personnel and a well-considered pub- 
licity campaign designed to ridicule the 
lavish expense account spender and 
bring expense account abuses into a 
category of chiseling condemned by the 
morality of the community. For such a 
program, also, I recommend two addi- 
tional measures: one a provision which 
would require companies to file infor- 
mation returns disclosing expenses ex- 
ceeding a designated aggregate or of a 
designated nature; the other, a provision 
which would disallow as a corporate de- 
duction amounts paid to employees for 
purely personal purposes. Given these 
implements and the personnel, and with 
support of public opinion, the 
Treasury Department could maintain a 
normal pattern of compliance.” 

In June of 1959 the Senate rejected a 
proposed amendment to the Tax Rate 
Extension Act of 1959 which would: 

1. Limit entertainment expenses to 
$1,000; 

2. Prohibit 


the 


business gifts in any 
amount; 

3. Prohibit deductions for dues or ini- 
tiation fees in social organizations; and 

4. Prohibit deductions for traveling 
expenses to outside the 
United States, Canada, or Mexico. 

Mr. Rothschild saw little virtue in this 
meat-axe approach to the problem. To 
out facilities for 
special legislative disallowance, he said, 
is to confer sanction by indirection or 
other items given personal use. Ap- 
proaching each problem as one of fact 
is the only practical way. As in so many 
other fields in our complex society to- 
day, there will often be gray areas, 
rather than clear black and white areas. 

Why not outlaw all entertainment ex- 
pense. “The difficulty is” Mr. Rothschild 
concluded, “that entertainment is in- 
dispensible to establishing the friendly 
relations and confidence vital to sales 
today. If entertainment should be made 
a personal expense, employees charged 
with sales will be placed at a major dis- 
advantage. The salary increase would 
have to be very large indeed to make 
up after taxes for this disadvantage and 
the company would have no assurance 
that the salary increase would be used 
for entertainment in the company’s in- 


conventions 


signal one or two 


terest. Moreover, businesses which are 
largely concerned with sales would be 
placed at a great disadvantage compared 
with other businesses if they could not 
take the selling expense represented by 
entertainment as a deduction. In addi- 
tion, entertainment and travel expense 
may be so closely related that it would 
often be difficult to distinguish between 
them for purposes of allowability, and 
no one has gone so far as to suggest 
that traveling expense should not be 
recognized as a business deduction. I 
believe entertainment to be in a gray 
area where the facts must be determin- 
ative and where no sweeping legislative 
solution is feasible. 


Abolish Cohan rule? 


Henry Cassorte Smith, also a New 
York lawyer, told the Committee that 
auditing of entertainment expense de- 
ductions takes too much time and that 
the only solution is either a flat uniform 
allowance without the necessity of proof 
(this would be unfair) or an overruling, 
legislatively, of the rule of estimations 


based on Cohan. “No one knows the 
exact limits of the doctrine of that 
case” Mr. Smith said, “and, despite 


Judge Learned Hand’s language that: 
“. . . The question is how far this re- 
fusal [of the Commissioner] is justified, 
in view of the finding that he [the tax- 
payer] had spent much and that the 
sums were allowable expenses. Absolute 
certainty in such matters is usually im- 
possible and is not necessary; the Board 
fof ‘Tax Appeals] should make as close 
an approximation as it can, bearing 
heavily if it chooses upon the taxpayer 
whose inexactitude is of his own making. 
But to allow nothing at all appears to 
us inconsistent with saying that some- 
thing was spent .. .” the actual appli- 
cation of the rationale of that case all 
too often results in hours of wrangling 
on audit and an eventual “splitting of 
the difference” by the revenue agents 
and even by the courts. 

“I realize that a comparable proposal 
was suggested a number of years ago by 
the so-called King committee and re- 
jected but nevertheless believe strongly 
that this proposal is the only feasible 
and fair solution of the problem. 

“If the rule in the Cohan case were 
abolished by statute, what statutory pro- 
visions shoud replace it? It would seem 
that a statute should be enacted which 
would provide that in all situations 
where the present Regulations (Reg. 
1.162-17) relating to the allowance of 
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employees’ expenses are not applicable, 
the taxpayers seeking to deduct enter- 
tainment, gift, and travel expenses 
should be required to substantiate their 
expenditures by written proof, namely, 
by canceled checks (other than checks 
to “cash”), receipted invoices, letters, 
memoranda, or books of account bearing 
evidence that they were contemporane- 
ously maintained. There should not, 
however, be ‘any requirement that 
formal double entry books of account 
be maintained. 

“I am certain this approach to the 
solution of the problem of substantiation 
will initially be unpopular with many 
taxpayers but should eventually become 
accepted as fair and reasonable and 
would tend to force taxpayers to be 
more careful in their recordkeeping in 
respect of all items of income, deduc- 
tions and their payments to dependents 
for whom they seek exemption.” w 


IRS limiting extensions 


IN THE the IRS contented itself 
with appeals to practitioners not to re- 
quest unnecessarily but in 
fact acted favorably on all requests; most 
offices delegating the task to a clerk 
who automatically shipped out the ex- 


PAST 


extension 


tension on receipt of a request. 

Now in an obvious attempt to end 
the wholesale allowance of extension to 
those who abuse the privilege, the IRS 
has proposed an amendment to the 
Regulations (Section 1.6081-1) placing 
additional requirements on individuals 
wishing to 1040 or 
1040W. 

Under the proposed rules, individuals 
requesting extension of time for filing 
these forms for 1959 and later years 
would be required to state (1) whether 
timely returns were filed in the three 
preceding years and if not, why not, 
and (2) whether a declaration of esti- 


delay 


filing of 


mated tax was filed for the year for 
which extension is being requested and 
if so whether timely payments of the 
estimated tax had been made. w 


To publish agents’ guide to 
a reasonable sale tax claim 


IN A NOTABLE shift of policy, the IRS 
has decided to permit District Directors 
to make public formulas or guidelines 
used by the determining 
whether an amount of sales tax claimed 
on a return is reasonable and acceptable 
in light of the taxpayer’s income and 
number of dependents and the local 


Service in 
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sales taxes. 

It is common knowledge that agents 
have used such formulas for years, re- 
fusing to accept estimates out of line 
with their idea of normal, unless sup- 
ported by proof of the extraordinary 
purchase that caused the high tax. How- 
ever, there had been strong feeling in- 
side the Service that to publish such 
formulas would be simply to invite all 
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taxpayers who itemize to claim the maxi- 
mum. 

The change in policy was announced 
by release of a letter from the director 
of the audit division to the Regional 
Commissioners stating that the audit 
division had no objection to the re- 
lease of local guidelines. It is expected 
that District Directors will release the 


A 


formulas well before April. vr 


Wife liable for full tax and penalties 


on joint return; caution needed 


by WILFRED J. RITZ 


Few wives other than those acting under legal advice in contemplation of divorce 


are aware of the liability for tax and interest and penalties (including fraud penal- 


ties) they incur by signing a joint return, though they have no right to the income 


or responsibility for the penalized acts. The recent Draper case calls attention to a 


similar inequity which applies stringent reporting requirements to community in- 


come about which the wife may be completely ignorant and to which her rights are 


at best somewhat theoretical. Professor Ritz warns practitioners of the dangers here. 


N: W COURT DECISIONS are revealing the 
seriousness of the tax blow that can 
fall on the wife when she signs a joint 
return. Even though she may have no 
income and no knowledge of her hus- 
band’s or the family’s finances, she can 
be liable for the whole tax as well as 
for interest and penalties. The unjust- 
ness of this is obvious, and the need for 
legislative correction is great; meantime 
tax men advising in this troubled area 
must, as a practical matter protect wives 
in this position from liability. 

The problem arises because joint re- 
turns in common-law states reduce taxes 
and, therefore, the wife’s signature is 
valuable to the husband. If the wife re- 
fuses to sign the return some husbands 
resort to pressure. In Merlin H. Ayles- 
worth, (24 TC 134, 1955), for example, 
the wife testified that her husband told 
her that she would be “very, very sorry’ 
would 


if she did not sign, that he 


” 


“destroy her father,” and that he would 


“mutilate her face.” Another year, in 
his endeavors to induce her to sign, he 
“tore her clothes, and pulled her hair.’ 
The Tax Court concluded that she had 
nevertheless signed “voluntarily,” al- 
though perhaps under distasteful cir- 
cumstances. The wife in Ethel S. Hickey 
(14TCM546, 1955) was more successful. 
Tax Court found that 
an elderly wife had not acted voluntar- 


ily in signing a return at her husband’s 


In this case the 


request when the doctor had ordered 
her to with her husband's 
wishes and under no circumstances to 


comply 


excite him or argue with him. 
Incidentally the Treasury Department 
provides a form, No. 936, by which one 
spouse can authorize the other to pre- 
pare, sign, and file a joint return. It is 
obvious that this form may be quite 
useful to a husband who doesn’t want 
to disclose to his wife the income he re- 
ports on their joint tax return. But even 
though a wife may be completely ignor- 
ant of the contents of their joint return, 
the Internal Revenue Code provides that 
the liability for the tax is joint and 
several. This means that each spouse 
is liable for the entire tax, even though 
the income on which the tax is based 
was earned by, and under state law be- 
longs to, the other spouse. Under this 
provision the wife is liable for the cor- 
rect amount of tax due, including any 
deficiencies assessed. She is also liable 
for the penalty of 50% of the amount 
of a deficiency assessed on account of 
fraud, even though it was the husband 
and not the wife who was fraudulent. 
In W. L. Kann (18 TC 1032, 1952) the 
Tax Court said that when it is estab- 
lished that a joint return was filed, such 
a finding is: “ dispositive of the 
question, since the wife’s liability on a 
joint return is joint and several. This 
applies to the fraud penalties as well as 





to the deficiencies, whether or not the 
wife was a party to the fraud.” 

It is unjust to make an innocent wife 
liable for her husband’s fraud and the 


liability for the tax itself ought to be 
proportionate to the income reported 
by each. Some have attempted to justify 
joint and several liability on the theory 
that the tax on the joint return was 
lower than it would be on separate re- 
turns. But the tax advantage was granted 
to the husband and without cost to him; 
it is the wife who bears the burden of 
the tax benefit. 

In common law states each spouse 
owns his or her own income and has 
full control and management of it. In 
the absence of a joint return, each is 
liable for the tax on money he or she 
has earned; neither is liable for the 
other’s tax. 

In community property states gen- 
erally speaking, each is deemed to own 
one-half of the income either of them 
earns during marriage. Each is liable 
only for the tax on his or her one-half 
share. The catch, so far as the married 
woman is concerned, is that during the 
existence of the marriage the husband 
has the control and management of all 
the community property. Unless the rule 
has been changed by statute, this even 
includes the salaries and wages earned 
by the wife. The husband can do as he 
pleases with community property, ex- 
cept that he may not defraud the wife 
of rights state law gives her in the com- 
munity property. 

In the eight community property 
states, then, the wife is liable for a tax 
on property over which the husband has 
exclusive control and management. Since 
the husband ordinarily earns most of 
the family income and is the financial 
manager this creates a situation in which 
the wife may be unfairly treated. Con- 
sider, for example, a case that has re- 
cently come from the Tax Court—Fred 
Draper (32 TC No. 48, 1959). 

Fred and Carrie Draper lived in 
Washington, a 
state, where Fred ran a lumber mill. In 
his separate tax return for 1944 Fred 
reported gross income of $80,000, nex 
income of $27,000, and taxable income 
of $13,500. Since one-half of the net in- 
come “belonged” to Carrie, she filed a 
separate return, simply reporting her 
one-half of the net from her husband’s 
business, $13,500. Actually, unknown to 
Carrie and to the Government the in- 
come from the lumber mill was $17,000 
more than Fred had reported. Some four 


community property 
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[Mr. Ritz, a member of the Virginia Bar, 
is professor of law at Washington & Lee 
University at Lexington, Virginia. This 
article is based on a longer fully foot- 
noted article written for the Virginia 
Law Review, but up-dated to include 
discussion of the Draper decision.]} 





years later the government found out 
about it. 

The general statute of limitations on 
individual income tax returns is three 
years from the date of filing, but if 
than 25% of gross income is 
omitted, then the limitation period is 
five years. This raised the question in 
the Draper case of whether the Com- 
missioner could assess additional tax de- 
ficiencies against either Fred or Carrie 
or both. The Tax Court held that the 
statute of limitations had not run in 
favor of Carrie, since her one-half share 
of omitted income, $8,500, was more 
than 25 per cent of the gross income she 
had reported, $13,500. On the other 
hand the husband’s share of omitted 
income, $8,500, was not more than 25 
per cent of the gross income of $80,000 
that he had reported. Actually, the hus- 
band was denied the benefit of the 
three-year statute of limitations since it 
was found that he had filed his return 
fraudulently and with intent to evade 


more 


the tax, so no statute of limitations ran 
in his favor. If the husband had not 
acted fraudulently, however, the statute 
of limitations would have run in his 
favor, but not in favor of his wife. Since 
the income was in fact earned by the 
husband, managed and controlled by 
him, and the wife did not even know of 
the omitted income, this is hardly jus- 
tice. 

For sheer injustice, though, it would 
be difficult to find a worse case than 
Lorraine I. Dippel, 14 TCM 232, 1955. 
The Dippels lived in Minnesota, a com- 
mon law state, until they separated. The 
husband went to California, a commuity 
property state, where he obtained work. 
Che wife remained in Minnesota, where 
she was employed. John Dippel filed 
what purported to be a joint return. 
Lorraine filed a separate return, report- 
ing only the income which she had re- 
ceived from her employment. 

The Commissioner asserted a tax de- 
ficiency against Lorraine for failing to 
include one-half of the community prop- 
erty income her estranged husband had 
earned in California in her individual 
tax return. This was the first she knew 
anything about the peculiar nature of 


community property. The Commissioner 
added one-half the husband’s California 
income to that reported by Lorraine, 
giving her credit for one-half the tax 
paid by him, and assessed a deficiency 
for the remainder. The Tax Court sus- 
tained the deficiency, stating: 

“It is well settled that, in the absence 
of an agreement to the contrary, the 
earnings of a husband domiciled in 
California are community income, that 
one-half of such community income be- 
longs to each spouse, that the husband 
and wife, though living apart, not 
legally separated, are taxable on their 
respective shares of the community in- 
come, and that is true even though the 
wife is not living in California, or may 
never have Jived there.” 

Lorraine was compelled to pay near- 
ly $300 in taxes on account of her hus- 
band’s earnings, over which he had full 
management and control and, for all 
practical purposes, the absolute power 
of disposal. The only way for Lorraine 
to rid herself of future tax liability was 
to obtain a divorce, which she did. 


Changes needed 


Tax justice for the married woman 
requires the abolition of joint and sev- 
eral liability on joint returns. The tax 
liability of each spouse should be pro- 
portionate to the amount of income of 
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each. For ease of administration the bur- 
den of proving the income of each 
spouse and how the tax should be ap- 
portioned between them might properly 
be placed on the taxpayers. Unless they 
supply the necessary information to 
make the allocation, each should be held 
liable for the entire tax. 

The married woman without income 
should be relieved entirely of participa- 
tion in the tax collection process. The 
husband can be given the benefit of the 
split-income computation, without re- 
quiring the wife to assume any tax 
liability. 

The Treasury Department has author- 
ity to effect these reforms with respect 
to individuals with incomes of less than 
$5,200, since the Internal Revenue Code 
already gives the Secretary of the Treas- 
ury power to permit or require joint re- 
turns and to impose joint or several 
liability. Legislation would be necessary 
to achieve tax justice on higher income. 

The tax liability on joint returns in 
1956 was $24,914,000,000. So far as wives 
were concerned, the major portion of 
this liability was voluntarily assumed 
by the married women without any legal 
benefit to themselves. This voluntary 
mass assumption of liability is without 
parallel in the history of Anglo-Ameri- 
can law. It is unnecessary and unjust, 
and ought to be abolished. * 


Supreme Court ends double 


penalty on pre-54 estimates 


_— IRS anp the Tax Court were 
wrong in insisting that under the 
1939 Code a taxpayer who made no 
estimate of tax had in effect estimated 
zero and so was liable for both the 
penalty for failing to file an estimate 
and the penalty for substantial under- 
estimation. So said the Supreme Court 
in its Acker decision November 16, 1959. 
Taxpayer who paid both penalties will 
now be entitled to refunds (if, of course, 
they have filed claims or can still file 
timely claims) and it is generally thought 
that the total refunds will be substan- 
tial. 

The decision in the Acker case does 
not affect years covered by the 1954 
Code. The law now provides for a single 
addition to the tax of 6% of the amount 
of underpayment, whether for failure 
to file a declaration of estimated tax or 
to pay the quarterly installments for a 
substantial underestimation of the tax. 


The Supreme Court based the Acker 
decision on the well settled rule that 
penal statutes are to be strictly con- 
strued. Viewing Section 294(d)(2), which 
provides for the separate penalties for 
failure to file and for substantial under- 
estimation, in the light of this rule, the 
Supreme Court said that it could not 
find “any expressed or necessarily im- 
plied provision or language that pur- 
ports to authorize the treatment of a 
taxpayer's failure to file a declaration of 
estimated tax as, or the equivalent of, a 
declaration estimating his tax to be zero. 
This no words or 
language to that effect, and its implica- 
tions look the other way. By twice men- 
tioning, and predicating its application 
upon, “the estimated tax” the Section 
seems necessarily to contemplate, and 
to apply only to, cases in which a de- 
claration of “the estimated tax” has 
been made and filed. The fact that the 


Section contains 
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Section contains no basis or means for 
the computation of any addition to the 
tax in a case where no declaration has 
been filed would seem to settle the point 
beyond all controversy. If the Section 
had in any appropriate words conveyed 
the thought expressed by the Regula- 
tion it would thereby have clearly au- 
thorized the Commissioner to treat the 
taxpayer's failure to file a declaration 
as the equivalent of a declaration esti- 
mating his tax at zero and, hence, as 
“substantial 
mate” of his tax. But the Section con- 
tains nothing to that effect, and, there- 
fore, to uphold this addition to the tax 


constituting a underesti- 


would be to hold that it may be im- 
posed by Regulation, which, of course, 
the law does not permit... . 

“The Commissioner points to the fact 
that both the Senate Report which ac- 
companied the bill that became the Cur- 
rent Tax Payment Act of 1943 and the 
Conference Report relating to that bill, 
contained the statement which was later 
embodied in the Regulation.” 

The provision in the Regulations re- 
the court was the sentence 
29.294-1(b)(3)(A) that 
“In the event of the failure to file the 
required declaration, the amount of the 


ferred to by 


in Section said 


estimated tax for the purposes of [the 
penalty on underestimates] is zero.” 

The the Su- 
preme Court continued “that by read- 


Commissioner argues, 
ing Section 294(d)(2) in connection with 
that statement in those reports it be- 
comes evident that Congress intended 
by Section 294(d)(2) to treat the failure 
to file a declaration as the equivalent 
of a declaration estimating no tax. He 
urges us to give effect to the congres- 
sional intention which he thinks is thus 
disclosed. However, these reports per- 
tained to the forerunner of the Section 
with which we are now confronted, and 
not that Section itself. Bearing in mind 
that we are here concerned with an at- 
tempt to justify the imposition of a 
second penalty for the same omission 
for which Congress has specifically pro- 
vided a separate and very substantial 
penalty, we cannot say that the legisla- 
of 


sO persuasive as to overcome the lan- 


tive history the initial enactment is 
guage of Section 294(d)(2) which seems 
clearly to contemplate the filing of an 
estimate before there can be an under- 
estimate. 

“The Commissioner next argues that 
the fact that Congress, with knowledge 
of the Regulation, several times amend- 
ed the 1939 Code but left Section 294(d) 
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(2) unchanged, shows that Congress ap- 
proved the Regulation, and that we 
should accordingly hold it to be valid. 
This argument is not persuasive, for it 
must be presumed that Congress also 
knew that the courts, except the Tax 
Court, had almost uniformly held that 
Section 294(d)(2) does not authorize an 
addition to the tax in a case where no 
declaration has been filed, and that the 
Regulation is invalid. But the point is 
immaterial, for Congress could not add 
to or expand this statute by impliedly 
approving the Regulation. 

“These considerations compel us to 
conclude that Section 294(d)(2) does not 
authorize the treatment of a taxpayer’s 
failure to file a declaration of estimated 
tax as the equivalent of a declaration 
estimating his tax to be zero. The qucs- 
tioned Regulation must therefore be re- 
garded ‘as no more than an attempted 
addition to the statute of something 
which is not there.’ .. . 


Dissenting opinion 

Justice Frankfurter wrote a dissent 
which is an interesting essay on English 
Congressional English. Justices 
Clark and Harland joined him. They 
began by pointing out that “English 
courts would decide the case 
being decided here. They would do so 
because English courts do not recognize 


versus 


as it is 


the relevance of legislative explanations 
of the meaning of a statute made in 
the course of its enactment. If Parlia- 
ment desires to put a gloss on the mean- 
ing of ordinary language, it must in- 
corporate it in the text of legislation. 
Quite otherwise has been the 
process of statutory construction prac- 
ticed by this Court over the decades in 
scores and scores of cases. Congress can 
be the glossator of the words it legisla- 
tively uses either by writing its desired 
meaning, however odd, into the text 
of its enactment, or by a contemporan- 
eously authoritative explanation accom- 
panying a statute. The most authorita- 
tive form of such explanation is a con- 
gressional report defining the scope and 
meaning of proposed legislation. The 
most authoritative report is a Confer- 
ence Report acted upon by both Houses 
and therefore unequivocally represent- 
ing the will of both Houses as the joint 
legislative body. 
No find failure to file a 
declaration of estimated income to be a 


doubt to 
“substantial underestimate” would be to 
attribute to Congress a most unlikely 
meaning for that phrase in Section 294 


(d)(2) simpliciter. But if Congress 
chooses by appropriate means for ex- 
pressing its purpose to use language with 
an unlikely and even odd meaning, it is 
not for this Court to frustrate its pur- 
pose. The Court’s task is to construe not 
English but congressional English. Our 
problem is not what do ordinary Eng- 
lish words mean, but what did Congress 
mean them to mean. ‘It is said that when 
the meaning of language is plain we 
are not to resort to evidence in order to 
raise doubts. That is rather an axiom of 
experience than a rule of law, and does 
not -preclude. consideration of persua- 
sive evidence if it exists.’ .. . 

“Here we have the most persuasive 
kind of evidence that Congress did not 
mean the language in controversy, how- 
ever plain it may be to the ordinary user 
of English, to have the ordinary mean- 
ing. These provisions were first enacted 
in the Current Tax Payment Act of 
1943, c. 120, 57 Stat. 126, as additions to 
Section 294(a) of the Internal Revenue 
Code of 1939. The Conference Report, 
HR Conf. Rep. No. 510, and the Senate 
Report, S. Rep. No. 221, both gave the 
provision dealing with substantial under- 
estimation of taxes the following gloss: 

‘In the event of a failure to file any 
declaration due, the 
amount of the estimated tax for the pur- 
poses of this provision will be zero.’ 

“The revision of the Section eight 
months later by the Revenue Act of 
1943, c. 63, 58 Stat. 21, did not affect 
its substance, and this provision, there- 
fore, continued to carry the original 
gloss. While the Court adverts to this 
congressional definition, it disregards its 
controlling significance.” 

In a concluding footnote the dis- 
senters argue that the fundamental 
premise of the majority is wrong: “The 
essential reliance of the Court is on its 
characterization of Section 294(d)(2) as 
a penalty. No adequate justification for 
this exists. Section 294(d)(2) on its face 
indicates that it is in the nature of an 
interest charge, designed to compensate 
the Treasury for delay in receipt of 
funds which a reasonably accurate esti- 
mate be due 
and owing. Significantly, this charge is 
imposed regardless of fault, while Sec- 
tion 294(d)(1)(A), a true penalty provi- 
sion, authorizes no addition to tax when 
the failure to file is shown ‘to be due 
to reasonable cause and not to willful 
neglect.” Had taxpayer here had reason- 
able cause for failure to file, the 10% 
addition under Section 294(d)(1)(A) 


where one is 


would have disclosed to 
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would have been withheld by him pend- 
ing the filming of a final return for. the 


*Apartment rent for annual stays in 
Florida deductible as medical expense. 
Taxpayer, a lawyer, suffered four heart 
attacks which seriously impaired his 
heart. Taxpayer’s physician, a promin- 
ent heart specialist, urged taxpayer to 
spend the winter months in a warm 
climate. Taxpayer, his wife and daugh- 
ter spent the winters of 1954 and 1955 
in Fort Lauderdale, Fla., near a physi- 
cian who was peculiarly suited to ad- 
minister a dangerous drug used by tax- 
payer. On the authority of Havey, (12 
rc 409) and Stringham, (12 TC 580), 
the Tax Court allows a medical deduc- 
tion for taxpayer’s transportatiofi_ costs 
and apartment rental in Florida. The 
fact that taxpayer would not have made 
the trip but for the advice of his doctor 
is indicated by the severe disruption of 
life 
caused by the trip. The court disallows 


taxpayer's family and business 
the portion of the apartment rentals at- 
tributable to taxpayer’s wife and daugh- 


ter. Bilder, 33 TC No. 17. 


Doctor-prescribed dance lessons not a 
medical expense. Taxpayer's psychiatrist 
and surgeon both recommended his en- 
rollment in a dance studio for the pur- 
pose of relieving his nervous condition 
and also physical weaknesses resulting 
from surgery. Taxpayer claims a medical 
for the cost of the dance 
The Tax Court disallows the 
The court notes that not 
every expenditure prescribed by a phy- 


deduction 
lessons. 


deduction. 


sician is deductible as a medical expense. 
\lthough the lessons may have improved 
they were 
ductible personal expenses. Thoene, 33 
IC No. 8. 


taxpayer’s health, non-de- 


Part of cost of air trip home from 
Europe to secure medical care deduct- 
ible. Taxpayers, husband and wife, were 
in Europe on a 4 month vacation trip 
when the husband became violently ill 
necessitating surgery. The wife, as a re- 
sult of the husband’s illness suffered a 
complete There- 
upon taxpayers decided to give up their 


nervous breakdown. 
European tour and fly immediately to 
San Francisco in order to obtain medi- 
cal treatment. The cost of their plane 
fare was $600 more than the cost of a 


New decisions affecting individuals 


year. Section 294(d)(2) provides the Govy- 
ernment a definite means for ascertain- 
ing the compensation for this loss.” * 


trip by ocean freighter as originally 
planned. The court permits a medical 
deduction for the extra transportation 
fare of $600. It also denies as a medical 
expense a loss sustained by taxpayers 
on their sale of a Volkswagon auto used 
on the European tour. Meister, TCM 
1959-202. 


*Life insurance agent taxable on com- 
missions for own policies [Certiorari 
denied|. Taxpayer, an agent for a life 
insurance company, took out policies 
on his own life and also on the lives of 
various associates. He received the regu- 
lar commissions on these policies, which 
he contended were a reduction of the 
premium, rather than income. The dis- 
trict court upheld the longstanding rul- 
ing that the commissions are taxable, 
noting that it would be unlawful for the 
company to sell taxpayer insurance at a 


‘co 





59 
reduced rate. The Third Circuit 


affirmed. Ostheimer, cert. den., 10/12/ 
59. 
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*Employee not taxable though firm paid 
wife’s expenses at convention too. Tax- 
payer, an insurance agent, with his wife 
attended a company meeting at an out- 
of-town hotel. The employer advanced 
taxpayer $170 to cover their cost of 
travel, and paid their hotel bill of $100. 
A travel agency bill of $13 for a sight- 
seeing trip was also paid by the em- 
ployer. The court holds that if the $170 
advance was gross income to the tax- 
payers, it was entirely deductible, or in 
the alternative, it was not gross income. 
It holds that the $113 paid directly by 
the employer is not gross income to the 
taxpayers, or in the alternative, if this 
sum was gross income, it was also de- 
ductible. Although attendance at the 
convention was not required, failure 
to attend wihout adequate reason would 
have adversely affected taxpayer’s future 
The tours and planned 
did detract the 
genuine business character and purpose 


promotion. 


recreation not from 


of the meeting. The employer's philos- 
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ophy that it considers the wife, as well 
as the husband, as an employee is evi- 
denced by a pre-employment interview 
with the wife and literature sent to wives 
instructing them how they can help 
make their husbands more productive 
insurance agents. The wife’s presence at 
the meeting makes her feel closer to the 
company, relieves her of any resentment 
against the company for taking her hus- 
band away on trips, assures a higher 
tone of the meeting, and eliminates oc- 
casional misconduct problems that at- 
tend such meetings when they are, stag 
affairs. The presence of taxpayer’s wife 
served a bona fide business 
Thomas, DC Ala., 11/2/59. 


purpose. 


Auto expenses to temporary jobs deduct- 
ible. Taxpayer, an electrician, was em- 
ployed at several jobs for the Atomic 
Energy Commission. The jobs lasted for 
one to eight months. As the job sites 
were the desert, taxpayer resided 
at the closest, centrally-located habitable 
place, which was about 55 miles from 
some of the sites. The court finds these 
were temporary jobs, the travel unavoid- 
able. Carlson, DS Ida., 10/2/59. 


in 


Meals brought by truck driver on turn- 
around daily route are personal ex- 
penses. Taxpayer, a truck driver, drove 
a turnaround truck route and was not 
released from duty from the time he 
punched in on the time clock at the 
truck terminal each morning until he 
punched out each evening at the same 
terminal. His longest trips to a pre- 
scribed destination and return were no 
more than 250 miles. Taxpayer paid 
$700 during the year for meals on his 
route received reimburse- 
ment 75c for an evening meal each day 
that he was on duty more than 13 hours. 
The court rules (1) the reimbursement 
for meals is compensatory and includ- 


and also as 
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ible in taxpayer’s gross income; and (2) 
the unreimbursed amount paid for meals 
on the roundabout trips are personal 
expenditures. Fogle, TCM 1959-214. 


Damage done by termites within year 
is a casualty. When taxpayer purchased 
his home in May, 1953, an inspection 
disclosed old termite damage but the 
house was in otherwise sound, termite- 
free condition. Aware of the general 
danger of termites in his area, taxpayer 
arranged to have the house inspected 
and treated for termites annually for 
five years. Inspections made in January 
1954 and 1955 were negative but in 
February 1955, extensive damage was 
discovered. The Tax Court allows a 
casualty loss deduction. The court fol- 
lows Buist (164 F. Supp. 218) which held 
that termite damage within a short 
period of time is sudden and qualifies 
for a casualty deduction. The court not- 
ing that in TIR No. 142 and Rev. Rul. 
59-277, IRS has stated its intention to 
follow Buist and allows a deduction 
equal to the cost of repairing the prop- 
erty, finding that this is equivalent to 


the difference in fair market value of 


the property before and after the cas- 
ualty. Four vigorously dissenting judges 
contend that termite damage is never a 
casualty loss. They argue that there may 
be sudden discovery of damage but 
never sudden damage itself. Three other 
dissenting judges argue that termite 
damage does not result from an unfore- 
seeable and unpreventable cause; they 
consider this element fundamental 
any casualty. Kilroe, 32 TC No. 127. 


to 


Casualty loss offsets Section 1231 gains. 
In the same taxable year taxpayer 
realized gains on sales of business prop- 
erty and sustained a casualty loss to his 
residence. Under the provisions of Sec- 
tion 1231, the court holds, the loss must 
offset and reduce the capital gain. An 
uncompensated casualty loss is treated 
the same as one compensated for by in- 
surance—an involuntary conversion—for 
the purpose of this section. Maurer, 
DC Kans., 9/24/59. 


Support order not a decree of separate 
maintenance [Old law]. An order for 
support of a wife issued by the Quarter 
Sessions Court of the Peace in Pennsyl- 
vania does not constitute a “decree of 
separate maintenance.” The Tax Court 
held that payments made by the hus- 
band under the order are neither de- 
ductible by the husband nor taxable to 





the wife. Under Pennsylvania law, main- 
tenance was the sole object of the pro- 
ceeding and taxpayer did not obtain a} 
decree of separate maintenance. [This 
case was decided under the 1939 Code, 
Section 71a(3) of the 1954 Code provides 
the support payments made under a 
decree entered after March 1, 1954 are} 
income to the wife if separated from her 
husband.—Ed.] Rankin, A-3, 9/9/59. 


Form 870 consenting to a “joint de. 
ficiency” is not a joint return. In the 
course of the audit of taxpayer’s sep- 
arate return for 1952, taxpayer offered 
to file a joint return with his wife. The 
agent refused to accept such a return 
but he prepared a Form 870 for tax- 
payer on a point basis. The court holds 
that it is obvious that by signing the 
Form 870 taxpayer did not file a statu- | 
torily sufficient joint return within the | 
time prescribed by law, here within 
three years of the due date. The court 
upholds the Commissioner’s determina- 
tion. Kotovic, TCM 1959-177. 











t 


Payments to wife earmarked for chil- } 
dren’s support are not alimony. An 
agreement entered into three days be- 
fore their divorce gave taxpayer-wife 
custody of five minor children and 
directed her husband (whose case is also 
before the court) to pay $150 a week for | 
her support and that of the children, 
with a stipulation that the payments 
were to be decreased by $25 per week as 
each child reached 21, married, or be- 
came self-supporting. The Tax Court 
held that the agreement was intended 
to and did survive 
though it was not incorporated in the 
decree. Consequently, the nature of the 
payments is determined by the agree- 
ment, not the decree which did not al- 
locate the payments. Furthermore, since 


the divorce, even | 





it was clear from the agreement that a 
fixed part of the single weekly payment 
to the wife was earmarked for the sup- | 
port of the children, such amounts are 
not taxable to the wife and are not | 
deductible by the husband. Because the | 
weekly payments constituted more than 
one-half of the support of each child, 
the husband is permitted to claim the 
children as dependents. This court 
affirms. It is sufficient if the parties, by 
their agreement have shown a clear in- 
tention to distinguish in the periodic 
payments between what is paid to the 
wife for support of children, and what 
is payable to her independent of that 
undertaking. Metcalf, CA-4, 11/4/59. 
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Holzman R S, Sound Business Purpose, 
The Ronald Press Co. (New York, 
1958), $10.00. (Tax Practitioners Li- 
brary). Features charts setting forth 


taxpayer’s arguments in each case 
opposite the finding. 

Mitchell, W, Records Retention, Ells- 
worth Publishing Co. (New York, 


1959) 48pp, $5.00, a Practical Guide. 

Monatt’s Tax Atlas 1960, Matthew 
Bender & Co., $20. Features filled-in 
returns with line by line instructions 
keyed to explanation and to account- 
ing worksheets; check lists; tax calen- 
dar 

Montgomery’s Federal Taxes, The Ron- 
ald Press Co. (New York, 1958), 
1300pp, $25.00. Clear and concise ex- 
planation by taxpayers of national 
CPA form for business managers and 
investors as well as professional tax 
men 

Musselman R, Alexander's Federal Tax 
Handbook, ‘The Michie Co. (Char- 
lottesville, 1958) 1261pp. $20.00 
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Important provisions of the 1958 Act, 
the problems they were intended to 
solve, what they provide and the 
new difficulties they raise, Thomp- 
son R S, SCallithInst59p1, 74pp 


ACCOUNTING—BOOKS 


Greenfield H & Griesinger I K, Sale- 
Leasebacks and Leasing in Real Estate 
and Equipment Transactions, Mc- 
Graw-Hill (New York, 1958), 107pp, 
$15.00. Business, tax, legal and ac- 
counting factors analyzed 

Oehler C, Lawyers Accounting Hand- 
book, Matthew Bender & Co., (New 
York) 1 vol., $15. 
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turns, Callaghan & Co. (Chicago, 
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Analysis of Teleservice case holding 


grants-in-aid of construction are in- 
come; change in IRS policy foreseen, 
Mednick H S, 11JTAX205, Oct59, 3pp 

Deferred payment contract is, IRS 
claims. cash basis income, 11JTAX150, 
Sep59. lp 

New IRS rule that taxpayer’s methods 
must follow income tax accounting 
principles seen as creating problems 
for CPA because of requirement that 
books and returns conform; differ- 
ences between tax and financial ac- 
counting discussed, Willard D G, 
JTAX364, Dec59, 4pp 

Recent cases paying little attention to 
Regulations criticized as raising dis- 
turbing possibilities of a new case 
law of consolidation in conflict with 
Regulations, Dale E R, 11TaxExec158, 


Jan59, llpp; similarly 11JTAX263, 
Nov59, 5pp 
reserves 


Criticism of Supreme Court holding 
that dealers’ reserves withheld on 
financing are income, Herzberg A, 
11JTAX74, Aug59, 2pp 

Taxation of dealer on full sale price of 
financed sale, despite holdbacks by 
finance company, approved as in ac- 
cord with step transaction cases, 27 
GWashLR608, Apr59, 5pp 


ALIMONY 


Husband should be permitted to deduct 
payments to wife for her unrestricted 
use; recent cases criticized as failing 
to follow intent of Congress, Miller J, 
11JTAX160, Sep59, 4pp 


ANNUITIES 


Intra-family sale of assets for an an- 
nuity seen as saving tax; income, 
estate, gift tax treatment of each 
party analyzed, McGiveran BS & 
Lynch W B, 18CLUJ14, Winter58, 
12pp; 10JTAX322, June59, 5pp 


CAPITAL GAINS AND LOSSES 


Penetrating analysis of recent decision 
on capital asset concepts: property 
vs. anticipation of income; what is 
sale or exchange; transfers reserv- 
ing rights; minerals, patents, copy- 
rights considered, Zarky H P, SCal 
1lthInst59p357, 46pp 

Tax can exceed 25%. Example of high 
rate on some gains when other income 
falls below the point at which the 
alternative tax applies, 107J Account 
76, May59, Ip 


COLLECTION OF TAXES 


Extension agreements for payment of 
income taxes and offers in compro- 
mise; the law and the current admin- 
istrative practice, Harpole M E, SCal 
1lthInst59p548, 14pp 

IRS studying underreporting of interest 
and dividends; may urge withholding, 
11JTAX294, Nov59, 2pp 

Oil bonus cases decision by Tax Court 
raises deferred salary questions; Cow- 
den analyzed, 11JTAX215, Oct59, 2pp 

Summary of the status of pre-bank- 
ruptcy tax liabilities and the tax 
obligation of the receiver, Shapiro B, 
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the deliquent; rights of the govern- 
ment, McHale E R, SCalllthInst59p 
607, 20pp 


COMPENSATION 


Cases on payments to widows under the 
1954 Code analyzed; Rodner criticized; 
author concludes all non-contractual 
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analyzed; footnoted to the law and 
the literature, Cox H, NYU17th 
Inst, p905, 28pp 
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beg M E, SCallithInst59p533, 
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University Press (Princeton, 1958), 
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Ronald Press, (New York, 1958) 
26lpp, $10.00. (Tax Practitioners Li- 


brary). Features charts setting forth 
the factual situation in cach case 
and taxpayer’s argument against the 
finding. 
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Consideration of the advantages and 
disadvantages of tax savings methods 
used in capitalizing close corpora- 
tions, Hea W, 34 NotDamL335, May 
59, llpp 

Legislation proposed to defer 
DuPont's GM divestiture 
11JTAX248, Oct59, 3pp 

Tax planning for the new growth com- 
pany and for its owners, a survey of 
the problems to be considered at each 


tax on 
described, 


stage of growth; capital structure, 
accounting elections, dividend policy 
to accelerate growth and avoid tax 


problems, Tekampe F', Greene I, 11 
JTAX130, Sep59, 5pp 

accumulated earnings tax 

ABA group recommendations on burden 
of proof analyzed, criticized as not 
proposing substantial relief, by Alt- 
man D & Berger T, 11JTAX196, Oct 
59, 3pp 

CPA discusses defending surplus by 
financial statement analysis, compari- 
son with industry averages and other 


accounting studies. Appendices list 
published sources of comparative 
statistics, examples, in figures, of 
forecasting, Kendall J A, SCalllth 
Inst59p225, 27pp 

buy-sell agreements 

Buy-sell agreements, legal, tax prob- 
lems; attribution rules; basic uses of 
insurance; valuation of stock; part- 


nership also covered briefly, Laikin 
G J, 97TTr&Est880, Oct58, 13pp; also 
Proced 1958 Section Real Prop. Pro- 
bate, Trust Law ABA; also in revised 
form in PracLaw50, May59, 26pp 
Need for disability provisions in buy 
and sell agreements; use of insurance; 
tax aspects especially when insurance 
is used to meet corporate obligation 
to buy-out on disability, Friedman 
M R, 11JTAX3382, Dec59, 3pp 
Penetrating analysis of recent cases 
particularly those involving insur- 
ance; dividend aspects; accumulation 
of earning problems; suggestions for 
draftsmen of funded agreements, 
Brown L B, SCallithInst59p171, 53pp 
Techniques for setting the price: book 
value, capitalized earning, appraisal, 
agreed figure. Tax considerations con- 
sidered. Footnoted to recent articles. 
Page D K, 57MichLR655, Mar59, 29pp 
Thoughtful review of important cases 
and rulings in 1959, Miller J P, 11 
JTAX 3822, Dec59, 5pp 
dividet:ds 
Master’s thesis in law examines con- 
structive receipt of dividends, Braf- 
ford W C, 47KenLJ376, Sum59, 20pp 
Operating loss except for dividends, 
won't reduce credit to below 72.5%, 
Mandell H M, 29NYCPA388, May59, 


pp 

Typical situations in which owners of 
closely held corporations find that 
they are treated as having received 


a dividend, Grossman H I, lllCPA8, 
Sum59, 1l4pp 
lecting to tox to owners 

Advantages of Subchapter S election for 
incorporated talent, Mandell H M, 
29NYCPA390, May59, 1p 

Discussion of the consideraticns deter- 
mining whether a business should be 
formed as partnership, proprietorship 
or corporation electing under Sub- 
chapter S. Tax problems at forma- 
tion, during operations, upon sale of 
the business or death or retirement 
of an owner, Willis A B, 11JTAX66, 
Aug59, 5pp 

Exposition of the law and comment on 
advantages and disadvantages, 47Cal 
LR351, May59, 15pp 

Outline of the law; examples and brief 
comments on application to various 
problem situations, Goodson M, SCal 
llthInst59p75, 25pp 

Percentage depletion benefits can be 
lost by Subchapter S election, 107 
JAccount75, May59, 1p 

Proposals for changes in Subchapter S 
made by ABA Taxation Section part- 
nership committee analyzed, Kalupa 
R J, 11JTAX194, Oct59, 8pp 

Report on hearings on proposed Sub- 
chapter S Regulations, 37Taxes548, 
Jun59, 1p 

What is Subchapter S income on sale 
of a mortgage which is an install- 
ment receivable? 29NYCPA460, Jun 
59, Ip 

formation 

First case on the issue denies surtax 
exemption to brother-sister multiple 
corporations, 11JTAX326, Dec59, Ip 

liquidations 

Brother-sister problems; difficulties and 
anomolies in present treatment; criti- 
eal review of proposals for change, 
Diamond L A, SCaliithInst59p109, 





27pp 

IRS refusal to rule on some 337 ques- 
tions makes advance planning to 
avoid delay vital; suggestions on use- 
ful procedures, Lanahan S, 11JTAX 
136, Sep59, 1p 

preferred stock 

Advisory group proposals on taxation 
of preferred stock dividends analyzed, 


criticized, Leist C D, l11JTAX70, 
Aug59, 2pp 

reorganization 

Advisory Group proposes to restrict 
spin-off by applying a per cent-of- 
total-value test; criticized as imprac- 


tical, 11JTAX136, Sep59, 3pp 

Hazards in assumption of liabilities in 
formation or reorganization of a cor- 
poration, Kahn G J, 11JTAX275, Nov 
59, 3pp 

Tax Court criticized for decision in 
Turnbow that boot may be received 
and yet the transaction may qualify 
as a reorganization, 11JTAX138, Sep 


59, 3pp 
Section 1244 stock 


Deductions for worthless stock ex- 
plained; emphasis on Section 1244, 
Harpole M E, SCallithInst59p539, 


12pp 

Explanation of the law, Farrell W A, 
831NYSBB98, Apr59, 6pp 

Tax aspects are included in a survey 
of the legal, economic and operating 
problems of Small Business Invest- 
ment Companies, 47CalLR144, Mar 
59, 26pp 


DEDUCTIONS G&G EXPENSES—BOOKS 
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ment Expenses to Assure Tax De- 
ductions, The Journal of Taxation, 
(New York, 1958), 64pp, $2.00. Prac- 
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Press Co. (New York, 1958), 144pp, 
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Practitioners’ Library). Features 
charts of fact situations and findings 


DEDUCTIONS G EXPENSES—ARTICLES 


Analysis of leading, and recent, cases 
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HS, SCallithInst59p751, 26pp 

clothing 

Oregon lists types of clothing deductible 
(its rules are similar to Federal), 
11JTAX89, Aug59, 2pr 

Recent cases analyzed, Stuetzer H Jr., 
11JTAX346, Nov59, 4pp 
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Expenses of education to improve skills, 
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allowable under new regulations, dis- 
cussed; Tax Court seen as liberal inter- 
pretation, Hagendorf S, 11JTAX226, 
Oct59, 3pp 

Recent cases analyzed, Stuetzer H Jr., 
11JTAX346, Dec59, 4pp 

illegal 

Careful analysis of Supreme Court cases 
on public policy and business ex- 
penses shows that true rule is, as 
Congress intended, that the tax law is 
neutral. Tank Truck and Hoover 
Motor alone fail to accord, though 
dicta in all cases is confusing, Pauls- 
ton J O, SCallithInst59p467, 66pp 

Review and summary of cases dealing 
with illegal business, illegal expenses 
of ordinary businesses, constitution- 
ality of disallowance of costs. Need 
for legislation to correct illogical re- 
sult of these judicial doctrines, Van 


Alstyne Jr. W S & Barton J R, 38 
NebLR692, May59, 30pp 
interest 


Comment on type of proof needed to 
support deduction, Scheifly J E, SCal 
11thInst59p871, Tpp 

meals, lodging G moving 

British inland revenue tightens up on 
luncheon vouchers, a hitherto-untaxed 
fringe benefit, 11JTAX90, Aug59, 1p 

nonbusiness 

Collection of the cases on deductibility 
of legal expenses in divorce proceed- 
ings, 38OregLR258, May59, 10pp 

Distinction between legal expenses in 
litigation allowable because suit im- 
periled specific property and those 
not allowable because only general 


judgement was sought, criticized as 
very thin, 5WaynLR275, Spr59, 3pp 
The problem and the cases (written 
before SpCt Peurifoy decision), 


Scheifly J E, SCallithInst59p878, 5pp 
travel away from home 
Disallowance by the Tax Court of meals 
on business trip of less than a day 
criticized as contrary to the statute, 
Oelbaum H, 11JTAX87, Aug59, 2pp 


Lumberjack allowed cost of daily auto 
trip to logging area; Crowther case 
discussed, 11)]TAX232, Oct59, 2pp 


travel and entertainment 

IRS reminds taxpayers that credit card 
charges paid by employer are con- 
sidered reimbursements to employee, 
11JTAX228, Oct59, 2pp 

Disallowance of liquor as business en- 
tertainment in dry state criticized 
as irreconcilable with allowance of 
expenses of illegal business, 30Miss 
LJ337, May59, 2pp 

Recent cases analyzed, Stuetzer H Jr., 
11JTAX346, Dec59, 4pp 
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investment depreciation for tax pur- 


poses, Peloubet M E, 61Cred&FinMan 
10, Jun59, 4pp 
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by the Treasury in cases on first 
commercially marketable product; an- 
alysis of the least processing concept; 


Treasury proposals to enumerate in 
the Code processes which are min- 
ing; authors propose a depletion al- 
lowance based on industry-wide for- 
mulas designed to allocate profit to 
mining and manufacturing as de- 

Hobbet 


termined by statistical studies, 
R D & Donaldson B J, 37Taxes477, 
Jun59, 16pp 

District Court decision in Hertz criti- 
cized (written before Circuit court 
decision and Supreme Court grant of 
certiorari), 37 TexasLR503, Aprb59, 


pp 

IRS seen as winning attack on capital 
gain on sales of depreciable assets by 
new salvage and useful life rules and 
by redetermining salvage in year of 
sale, Macrae E W, 11JTAX262, Nov 
59, 2pp 

Reversal of Hertz decision by CA-3 re- 
ported, 11JTAX146, Sep59, 2pp 

Sales of depreciated properties to re- 
lated entities; comparison of rules re- 
lating to gain and loss situations and 
dealings with partners; unsettled 
questions noted; underlying policy 
criticized, Warren J S, SCallithInst 
59p797, 13pp 
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Taxation + January 1960 


Federal Estate and Gift Taxes Ex- 
plained, Commerce Clearing House, 
$3.00, 288pp. Reflects 1958 amend- 


ments 
Lasser Institute J K, How to Save 
Estate and Gift Tazes, American 


Research Council, Inc., $5.95. 

Lasser Institute J K, 53 New Plans For 
Saving Estate and Gift Taxes, Ameri- 
can Research Council, Inc. (Larch- 
mont, N. Y.) $5.95. 

“Lasser Institute J K, Estate Tax T'ech- 
niques, Matthew Bender & Co., (New 
York) 1 vol., supplemented, (loose- 
leaf) $27.50. Written by 46 authors. 

Lowndes & Kramer, Federal Estate and 
Gift Taxes, Prentice-Hall, (Englewood 
Cliffs) 

Michaelson A M, Income Taxation of 
Estates and Trusts, Practicing Law 
Institute (New York, 1959) 86pp, $2 

The Federal Estate & Gift Taxes, 
Stephens and Marr; a guide to the 
Law with current pocket parts, 
895pp, Tax Club Press, Tucson, Ariz., 
$9, Law regulations cases discussed in 
Statutory order 

Trachtman J, Estate Planning, 
ticing Law Institute (New 
1959) 178pp, $2.50 

Spinney R, Estate Planning, Quick Ref- 
erence Outline, 6th Edition, 1959, 
Commerce Clearing House, $1.50, 96pp 

Wormser R A, Wormser’s Guide to 
Estate Planning, Prentice-Hall Inc., 
(Englewood Cliffs, N.J., 1958) 167pp, 
$4.95. Written for the client. 

ESTATES—ARTICLES 

administration 

Brief explanation of elections facing 
executor that may save taxes; outline 
of income taxation of estates and ap- 


Prac- 
York, 


plications on common situations, 
Walker C M, SCaliithInst59p689, 
29pp 

Foreign real estate in estate results 


in unusual allocation of funeral and 
administrative expenses and indebted- 
ness, Mandell H M, 11JTAX312, Nov 


59, Ip 

Review of Missouri law ‘on widow’s 
allowances indicates that it may quali- 
fy for marital deduction, Erbacher 
P J, 15JMoB216, May59, 4pp 

planning 

Disposition of business interests: sole 
proprietorship, partnership, stock in 
closely held corporation. Advantages 
of buy-sell agreements and use of in- 
surance to fund. Choice of entity or 
cross purchase plans in the light of 
the recent tax cases and changes in 
the Code, Pennish J S, 11JTAX270, 
Nov59, 6pp 

Example of how a simple everything-to- 
my-wife will is improved by consid- 
eration of tax effect and planning to 
meet it, Kay D G, 11JTAX1738, Sep 
59, 2pp 

Terminable interest rule being inter- 
preted by the courts in terms of local 
property law, has failed to bring uni- 
form application of the marital de- 
duction. Recent cases analyzed, 107 
UPennLR1176, Jun59, 15pp 

Treatment of donated powers of ap- 


pointment; examples and brief rules 
for the draftsman, Craven G, Prac 
Law76, May59, 18pp 

ESTIMATES OF TAX 

Explanation of law and regulations 


governing filing of estimates by in- 


dividuals; penalties and how to avoid 
them, Stanley L W, SCallithInst59 
p437, 40pp 


EXCISE TAXES 


General Motors cases restated; finding 
that charges for warranties custom- 
ary in industry are includible in tax 
base (and fulfillment costs are not 
allowances) approved, 34NYULawR 
953, May59, 8pp 

Review of cases and state legislation 
leads to conclusion that gambling tax 
is firmly imbedded in our law, 8De 
PLR362, SpSum59, 7pp 


EXEMPT ORGANIZATIONS—BOOKS 


Doctors’ Offices in Hospital-Financed 
Buildings, Foundation for Manage- 
-ment Research, Inc. (Chicago, 1958), 
40pp. Warning that such offices create 
dissension among doctors, antagonize 
possible contributors and endanger 
tax exemptions 

Webster G D, Federal Tax Aspects of 
Association Activities, 114pp, $4.50, 
Current tax situation; the Code and 
Regulations and how they are ap- 
plied 

FARMERS—BOOKS 

Halstead H M, Federal Income ‘'uxation 


of Farmers, Committee on Continuing 
Legal Education, (Philadelphia, 1956) 

FARMERS—ARTICLES 

Economists compare farm production 
statistics with tax statistics and con- 
clude most farm income is repo 
for tax, Stocker F D & Ellickson J 
C, 12NatTaxJ116, Jun59, 12pp 

Treasury seeks new legislation to tax 
patronage dividends by cooperatives, 
Farrell E J, 11JTAX218, Oct59, 2pp 

FOREIGN—BOOKS 

Diamond W H, Foreign Tax and Trade 
Briefs, Matthew Bender & Co., (New 
York) 1 vol., (loose-leaf) $50, in- 
cludes service for one year. The tax 
structure of 71 countries. 

Foreign Investment and Tazation, In- 


ternational Program in Taxation, 
aia University, (Cambridge), 
7.50. 


Friedmann W G & Pugh R C, Legal 
Aspects of Foreign Investment, taxes 
on profits and dividends, Little, 
Brown & Co. 812pp, $20.00. 

International Tax Agreements, Vol. VII, 
Columbia University Press, (New 
York, 1958) 384pp, $2.50, Classified 
chronological listing 

Rado A R, Uckmar V, The Tax Con- 
ventions Between the United States 
and Italy, International Bureau of Fis- 
cal Documentation, (Amsterdam, 
1958), 104pp., $2.50. U.S. lawyer ex- 
plains application to U.S. tax law; 
— lawyer, application to Italian 
aw. 

Tax Factors in Basing International 
Business Abroad, International Pro- 
gram in Taxation, Harvard Univer- 
sity (Cambridge), $5.00 

FOREIGN—ARTICLES 


business 

Analysis of the tax problems of a 
business as its foreign operations 
grow from occasional sales to manu- 
facture abroad. Brief mention of 
problem areas and criticism of eco- 
nomic effects of formal rules, Gooder 
D M, & Wimmer J R, 1959UIILF202, 
Spr59, 2lpp 

How the provisions of the Boggs Bill, 
as revised by the Ways and Means 
Committee, affect current planning 
for foreign operations, by Seghers P 
D, 11) TAX244, Oct59, 4pp 

Problems on formation and liquidation 
of foreign corporations, nontax as 
well as tax considerations; sources of 
information listed; foreign corporate 


requirements; should corporation or 
stockholders form new company? 
Kumler W L, SCallithInst59p299, 
33pp 


Scholarly analysis of characterization 
by U. S. Courts, for tax purposes, of 
civil-law entities (Stiftungs, com- 
panies, etc.) as trusts, corporations, 
etc. and of foreign taxes (e.g. as 
being income taxes for credit), 
Drachsler L M, 33TulLR751, Jun59, 
36pp 

Summary of arguments for and against 


tax incentives for foreign business, 
Gordon N N, 1959UDNLF222, Spr59, 
12pp 


Tax considerations involved in choice 
of corporate form for foreign busi- 
ness; TC and tax-haven corpo- 
rations; foreign tax credit computa- 
tions and problems; advantages and 
disadvantages of havens and WHTCs, 
Wender I T, SCalllthInst59p253, 
45pp 

income 

Application of source-of-income rules to 
various kinds of income, Irell E and 
Stone L M, SCall1thInst59p333, 24pp 

Chief of IRS pension Trust Branch ex- 
plains taxation of distributions to 
foreign service employees, Goodman 
1 11JTAX30, July59, 5pp 

New reporting requirements on income 
earned abroad by citizens; explanation 
of U.S. and Canadian tax on U. S. 
citizen working in Canada, Koerner 
W R, 7CanTaxJ43, Jan-Feb59, 4pp, 11 
JTAX186, Sep59, 3pp 

Western Hemisphere Trading Corp 

Comparison with branch and subsidiary 
operation; current problems in nar- 
row Treasury interpretations, Craw- 
ford W W NYU \I7thInst, p369, 22pp 

FRAUD—BOOKS 

Balter, H G, Tax Fraud: What the 
Practitioner Needs to Know to Pro- 
tect His Client, The Journal of Taxa- 
tion, (New York, 1957) 96pp, $2.00. 
Articles originally published in The 
Journal Taxation, “Practitioners’ 
Guide No. 3. 


Balter, Fraud Under Federal Tax Law, 
Second Edition, 1953, Commerce Clear- 
ing House, $7.50, 495pp 


FRAUD—ARTICLES 


Banks’ reports of currency transactions 
help IRS trace evaders; summary of 
reporting rules, 11JTAX237, Oct59, 


lpp 

Counsel for taxpayer describes how he 
defea IRS claim that act after fil- 
ing allegedly false return was sep- 
arate offense starting new limitations 
period, Crowley G D, 11JTAX802, 
Nov59, 4pp 

Disallowance of the costs of defense 
against criminal fraud charges can 
bring huge financial costs to the con- 
victed evader; policy questioned, Bal. 
ter H G, 11JTAX165, Sep59, 4pp 


GIFT TAX 


Memo on importance pe pearing se- 
quence of gifts so tax 
— to basis, oONYOPAIG, ~ \ 

p 


Prior Tax Court case holding gift of 
partnership interest ineffective to 
shift income tax doesn’t foreclose 
finding of taxable gift. Result seen 
as fair in this case; fault lies in dif- 
ferent income and gift tax rules, 34 
NotDam448, May59, 4pp 

Treatment of donated powers of ap- 
pointment; examples and brief rules 
for the draftsman, Craven G, Prac 
Law76, May59, 18pp 


INCOME—BOOKS 


Lindsay D A & Burford S F, Items of 
Gross Income, Practicing Law Insti- 
tute (New York 1958) 72pp $2.00. An 
exposition of the law, footnoted to 
Code, regulations, cases; covers ex- 
clusions, and income given special tax 
treatment. 


INCOME—ARTICLES 


Appeals court Kaiser holding that 
strike benefits are not taxable in- 
come criticized as illogical, 72HarLR 
1575, Jun59, 1p 

Kaiser appeals decision seen as con- 
sistent but workable rule will prob- 
ably come only through legislation 
(written before Supreme Court grant 
of certiorari), 8DePLR435, SprSum 
59, Tpp 

Review of the cases and Code provisions 
on forgiveness of indebtedness, Mit- 
nick H I, 11JTAX368, Dec59, 3pp 

Survey of the exceptions to the general 
rule that cancellation of indebtedness 
creates income, Sanders E, SCalllth 
Inst59p565, 20pp 

Treasury asks Congress to change law 
to permit taxfree exchange of Gov- 
ernment bonds for new issue in re 
financing, 11JTAX163, Sep59, lp 

in respect of decedent 

What are items of income in respect of 
a decedent and how they are treated; 
recent cases analyzed; illustrative 
computation of credits, Shaw J M, 
SCalllthInst59p712, 30pp 


INSURANCE—BOOKS 


How Federal Taxes Affect Life In- 
surance and Annuities, Commerce 
Clearing House, Inc., (Chicago, 1958) 
96pp, $1.50 


INSURANCE—ARTICLES 


Attack by IRS on minimum-deposit in- 
surance plans criticized as ignoring 
economic realities in insurance, 
Simon S C, 11JTAX202, Oct59, 3pp 

Need for disability provisions in buy 
and sell agreements; use of insur- 
ance; tax aspects especially when in- 
surance is used to meet corporate 
obligation to buy-out on disability, 
Friedman M R, 11JTAX332, Decb9, 


3pp 

Short summary of Life Insurance Com- 
pany Income Tax Act of 1959, 11J TAX 
148, Sep59, 1p 


INTERNAL REVENUE SERVICE 


Chicago district to try new informal 
conference procedure for complex 
cases, 11JTAX295, Nov59, 2pp 

Conference procedure criticized because 
it does not require IRS to state facts 
and law on which decisions are made, 
Dobrzensky M W, 11JTAX296, Nov 
59, 3pp 

CPA says that higher entrance stand- 


ards for agents and better training is * 


making them more formidable oppon- 
ents and that settlement at lower lev- 
els in the department is therefore be- 
coming more difficult, 11JTAX286, 
Oct59, 2pp 
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Electronic data processing machines 
being a me IRS; possible future 
by IRS systems man, 

113 TAX167, "seps9, 2pp 
Office of IRS Chief Counsel becomes 
Presidential appointment; longer ten- 
ure, and higher-grade staff expected, 

11JTAX295, Nov59, 1p 


INVENTORY—BOOKS 


Butters J K, Effects of Taxation: In- 
ventory Accounting and Policies, Har- 
vard (Cambridge, 1949), 330pp 


INVENTORY-ARTICLES 


Brief comment on implications of Tax 
Court decision in Klein case on dollar- 
value LIFO inventory, DeLeoleos N 
T, 11JTAX147, Sep59, 2 pp 

Steel users on Liro consider changing 
fiscal years to avoid low year-end in- 
ventories; permanent involuntary- 
conversion provision needed in the 
Code, McAnly H T, 11JTAX870, Dec 
59, 2pp 

Tax Court outlawing of single-pool 
LIFO inventories seen as victory for 
narrow interpretations of the law, 
which will seriously limit the benefit 
of LIFO as a protection against in- 
flation, DeLeoleos N T, 11JTAX258, 
Nov59, 5pp 


INVOLUNTARY CONVERSION 


Treating state’s payment of unassumed 
mortgage on condemned property as 
not barring involuntary conversion 
when owner reinvests cash he received 
is approved. Cases on unassumed 
mortgages briefly reviewed, 37Tex 
LR508, Aprb9, 4pp 


LOSSES 


carryback G carryover 
Legislative history and current cases, 
Winton S C, 11JTAX76, Aug59, 4pp 


OIL, GAS AND MINERALS—BOOKS 

Breeding & Burton, T'axation of Oil and 
Gas Income, Prentice-Hall, (Engle- 
wood Cliffs). 

Fiske L E, Federal Taxation of Oil and 
Gas Transactions, Matthew Bender & 
Co., $25.00 


LaGloria opinion analyzed; seen as shift- 
ing depletion allowance from plant 
operator to field owner, but not 
answering the question where does 
manufacturing begin, Simon S C, 11 
JTAX176, Sep59, 3pp 


PARTNERSHIPS—BOOKS 


Aronsohn A J B, Partnerships, Prac- 
ticing Law Institute, (New York, Re- 
vised to October 1958) 108 pp, $2.00. 
Willis, Handbook of Partnership T'axa- 
tion, Prentice-Hall, (Englewood Cliffs, 
1957) 585pp, $15.00. The author was 
chairman of the advisory group on 
Subchapter K (partnerships) ap- 
pointed by the House Ways and 
Means Subcommittee on Internal Rev- 
enue Taxation. 


PARTNERS G PARTNERSHIPS— 
ARTICLES 


Fundamentals of taxation of partner- 
ships; article is a chapter from Calif. 
Practice Handbook 9 ‘Advising Cali- 
fornia Business Enterprises,’”’ McKee 
W D, PracLaw24, May59, 25pp 

IRS to rule soon on basis problems in 
incorporating a partnership, 11JTAX 
339, Dec59, 1p 

Kintner decision seen as paving way 
for groups of doctors to achieve 
status of associations taxable as cor- 
porations, Edwards E L, 30MissLF 
293, May59, 2pp 

Practical problems in the formation of 
a Kintner association to obtain the 
benefits of a qualified pension plan 
for doctors or lawyers; Subchapter S 
election considered, Stutsman C A 
Jr., 1LJTAX336, Dec59, 4pp 

Recommendations for changes by part- 
nership committee of American Bar 
Association, Section of Taxation: ex- 
plained, compared with Advisory 
Group proposals, 11JTAX290, Nov59, 
4pp 

PATENTS 

Analysis of tax aspects of a proposed 
transfer of patents by a partnership 
to a corporation in which partners 
hold some stock, Roberts L W, 47Ken 
LJ366, Sum59, 12pp 


PAYROLL—BOOKS 


Payroll Taxes, Federal-State-Local. A 
guide for payroll departments. Phar- 
maceutical Manuf. Assoc., 1411 K 








St., N.W., Washington 5, D. C. 148 
pp, $5.00. 

NY bases benefits on net wage after 
round-amount travel allowance under 
standard union contract for touring 


dancers, Ress S S, 29NYCPA455, 
Jun59, 2pp 
PAYROLL—ARTICLES 


Summary of recent NY rulings on bene- 
fits when employer pays some vaca- 
tion during a period of shut-down, 
Ress S, 29NYCPA455, Jun59, 1p 

PENSION AND PROFIT-SHARING 
PLANS—BOOKS 

Gordon G B, Profit Sharing in Business 
and Estate Planning. A study of 
profit-sharing from the viewpoint of 


employer and employee, covering 
benefits, kinds of plans, financial, 
legal and tax problems. Farnsworth 


Publishing Co., Inc. $3.50. 

Rice L L, Basic Pension and Profit- 
Sharing Plans, Committee on Con- 
tinuing Legal Education (Philadel- 
phia, 1957) 148pp, $3.00 


PENSION & PROFIT SHARING PLANS— 
ARTICLES 


Detailed consideration of the probl 


Cumulative Index to Current Tax Literature °« 


review of published rulings should 
speed action, 11JTAX156, Sep59, 2pp 

IRS begins acceptance of information 
returns on magnetic tape; revolution- 
ary changes in auditing procedures 
foreseen, 11JTAX361, Dec59, 1p 

Summary of talk by Assistant Attorney 
General Rice supporting single court 
of tax appeals, 37Taxes549, Jun59, 1p 

Supreme Court Flora decision analyzed; 
legislative history seen as unclear; 
justification is policy, 28CinLR259, 
Sum59, 6pp 


REAL ESTATE—BOOKS 


Anderson P E, Tax Planning of Real 
Estate, Committee on Continuing Le- 
gal Education, (Philadelphia, 1957) 

Apportionment and Allocation of Corpo- 
rate Net Income for State Tazes, 
Controllership Foundation, Inc., (New 
York, 1959) $1.50. 

Appraisal and Assessment of Shopping 
Centers, National Association of As- 
sessing Officers (Chicago), 47pp $3.00. 
Articles on the appraisal and assess- 
ment of modern shopping centers. 

t of H hold Furnishings, 
1953. National Association of Assess- 
Pn! Officers sere). 28pp, $3.00. 








that arise upon the reorganization of 
a firm having a pension plan. Mer- 
gers when one or both have plans, 
Robbins F J, NYU17thInst, p951, 
42pp 

Ruling that provision for valuation 
change to accept Treasury figure 
destroys qualification criticized as 
illogical and unjustified, Springer S G, 
11JTAX214, Oct59, 2pp o 

Statement of the law applicable to dis- 
tributions; consideration of regula- 
tions, cases and IRS practice in prob- 
lem areas; estate, gift and social se- 
curity aspects briefly mentioned, 
Meyer R L, SCalilthInst59p811, 39pp 


PERSONAL—BOOKS 
Casey W J, Mutual Funds and How to 


Use Them, Institute for Business 
Planning, Inc. (New York, 1958), 
215pp, $12.50, Emphasis on family 


and small-corporation financial and 
tax planning 

Everyday Tax Planning to Increase the 
Family's Spendable Income, The Jour- 
nal of Taxation, (New York, 1956) 
144p, $2.95. Practitioner's Guide No. 
° 


Taz Angles for Homeowners, Commerce 
Clearing House, (Chicago, 1957) 64pp, 
$1.00 


PERSONALITIES 


Review of the tax decisions of Judge 
Calvert Magruder, Brown Ernest J., 
72HarLR1225, May59, 25pp 

POLICY—BOOKS 

Blough, The Federal Taxing Process, 
Prentice-Hall, Englewood Cliffs 

Lent, G E, A Tax Program for Small 
Business, The Amos Tuck School of 


Business Administration, (Hanover, 
1958) 28pp, (bulletin. -free) 
POLICY—ARTICLES 

CPA urges drastic revision ending 


lower taxes on capital gain to make 
system simpler and to achieve public 
acceptance, Bachrach M, 11JTAX102, 
Aug59, 2pp 

Economist sees sales tax as better than 
income tax during inflation because 
of its less unfavorable effect on in- 
centives, Soule D M, 21CurEconCom 
45, Feb59, 8pp 


PROCEDURE—BOOKS 


Goodrich E J & Redman L, Procedure 
Before the Internal Revenue Service, 
Committee on Continuing Legal Edn- 
cation, (Philadelphia, 1957) 205pp, 
$3.00 

Lore M M, How To Win A Tax Case, 
Prentice-Hall, (Englewood Cliffs) 


PROCEDURE—ARTICLES 


Department of Justice chief of claims 
section in Tax Division discusses 
their techniques in defending refund 
suits; suggestions for counsel for tax- 
payer, Roberts R M, 37Taxes493, Jun 
59, 

Increasing number of conflicting de- 
cisions seen as due to complexity and 
imprecision of law; technical errors 
in decisions show need for single tax 
court of appeals, 72HarLR1536, Jun 
59, 15pp 

Insistence by IRS that requests for rul- 
ings be properly prepared will mean 
quicker replies on acceptable applica- 
tions; similarly ending Chief Counsel's 


ment tion and Person- 
nel, 1941, National Association of 

Assessing Officers (Chicago) 429pp. 

$7.00. Description and analysis of the 

powers and duties of local and state 

i and the person- 
nel policies followed in staffing such 
agencies, together with recommenda- 
tions. 

Assessment Principles, Revised edition, 
1939. National Association of Assess- 
ing Officers (Chicago) 106pp, $3.00. 
80 fundamental requisites to success- 
ful practice, as officially adopted by 
the Association. 

Assessment Study Guide, Revised edition 
1955, National Association of Assess- 
ing Officers (Chicago) 52pp. $2.00. 
A bibliography of generally available 
material covering important phases of 
the assessment function. 

Assessment Terminology, Revised edi- 
tion, 1956, National Association of 
Assessing Officers (Chicago) 42pp, 
$2.00. A glossary of over 500 terms 
commonly used by assessing officers. 

Construction and Use of Tax Maps 1957, 





National Association of Assessing 
Officers (Chicago) 5lpp, $2.00. A 
practical manual for assessors on the 
preparation, maintenance, use and 


cost of tax maps. 

Depreciation of Buildings for Assess- 
ment Purposes, 1943, National As- 
sociation of Assessing Officers (Chi- 
cago) 66pp, $3.00. A description and 


analysis of the techniques used by 
practicing assessors. 

Exemption and Preferential Taxation 
of Factories, 1951, National Associa- 
tion or Assessing Officers (Chicago) 
19pp, $2.00. 

Interstate Income Law, Contents in- 
clude text of the law, discussion of 
leading Supreme Court decisions, 


state-by-state analysis of the situa- 
tion in states currently in position to 
tax interstate business. Prices: 50-99, 
$.70 ea. 

e Assessment of Leased Equipment, 
Valuation principles and methods, re- 
cent decisions analyzed; forms used 
in various jurisdictions. National 
aoe of Assessing Officers, Chicago 
37, Ill. 


REAL ESTATE—ARTICLES 


Disposition of property mortgaged in 
excess of basis; sale, foreclosure, con- 
demnation, gift considered; rules ex- 
plained, doubtful areas pointed out, 
Spears M_ SS, SCallithInst59p883, 
26pp 

Fictitious decision of 1981 explains the 
Illinois land trust and the problem 
of associations taxable as a corpo- 
ration, Lassers W J, 37Taxes539, 
Jun59, 7pp 

Planning for the subdivision and sale 
of real property; avoiding dealer 
status, syndicates as partnerships or 
corporations electing under Subchap- 
ter S, Purvis H, 11JTAX143, Sep59, 
38pp 

Real estate man describes some taxfree 
exchanges of property which he ar- 
ranged Bernfeld H, 11JTAX220, Oct59, 
2pp 

Tax advantages and disadvantages of 
organizing a syndicate as a trust, a 
partnership, a limited partnership, a 
corporation or a corporation electing 
under Subchapter S, White B F, SCal 
lithInst59p851, 20pp 

Treasury drops opposition to exemption 


63 


for real estate investment companies, 
11JTAX3816, Nov59, Ip 


SALES TAX—BOOKS 


Due J F, Sales Taxation, The Univer- 
sity of ‘Hlinois Press, (Urbana, 1957,) 
396pp. $5.75. US, European, British 
Commonwealth sales taxes described; 
— and administrative problems 
analy 


SELF-EMPLOYED RETIREMENT 


Analysis of HR 10, Self-Employed In- 
dividuals Retirement Act as passed by 
the House in 1959, Pelino J W, 63 
DickLR335, Jun59, 9pp 

Treasury opposition may defeat pro- 
posal for pensions for the self-em- 
ployed; arguments as presented by 
David Lindsay to Senate Finance 
Committee, 11JTAX169, Sep59, 2pp 


STATE AND LOCAL—BOOKS 


Interstate Income Law; Text and ex- 
planation of PL 86-272; CCH, Chi- 
cago and New York, 64pp, $1 

Morton W A, Housing Taxation, The 
University of Wisconsin Press, (Madi- 
son, 1958) 280pp, $4.75. 

State & Local Government Finance in 
1957; Bureau of the Census, Washing- 
ton, D. C., Tipp $1; this is the 
eighth in a series of releases designed 
to make findings available from the 
1957 Census of Governments 

State Taxation of Interstate Com- 
merce, Machinery & Allied Products 
Institute (Washington), 3ipp, $1, 
Legislative history of PL 86-272 as a 
guide to its interpretation 


STATE AND LOCAL TAXES—ARTICLES 


Compliance costs exceed 1% of taxes 
paid, national survey shows, 11JTAX 
248, Oct59, Ip 

Explaining a new index to measure 
relative tax burden; it is a combina- 
tion of taxes per capita and taxes as 
a per cent of income, Frank H J, 12 
NatTaxJ179, Jun59, 7pp 

income taxes 

California changes rates; conforms de- 
preciation and capital gains to Fed- 
eral, Bock R S, 11JTAX357, Dec59, 
lp 

Criticism as unduly formalistic of NY 
ease denying allocation, for unincor- 
porated business, of income of NY 
brokerage firm which had formed 
separate Texas and Brazil partner- 
ships to comply with local law on 
ground that NY firm could not do 
business in those places, 34NYULR 
976, May59, 9pp 

Insurance agents not liable for New 
York unincorporated business tax, 11 
JTAX185, Sep59, 1p 

New York tax law changes summarized, 
Horowitz M, 40REstN166, May59, 5pp 

inheritance 

Illinois, Michigan and Ohio compared 
in treatment of joint interests, con- 
tingent remainders, powers of ap- 
pointment, life insurance proceeds, 57 
MichLR864, Apr59, 21pp 

interstate commerce 

Georgia tax official sees new Federal 
limitation on state taxes as uncon- 
stitutional and unfair in principle to 
consuming states, Cox F L, 11JTAX 
354, Dec59, 4pp 

More comprehensive Federal legislation 
needed to solve problems in state 
taxation of interstate commerce to 
which the courts have been unable to 
find equitable solutions. Leading cases 
reviewed, Mickey P F and Mickum 
G B, 11JTAX281, Nov59, 3pp 

New Federal limitation on state taxa- 
tion of interstate commerce seen as 
vague and inequitable; change fore- 
seen, 11JTAX279, Nov59, 3pp 

New law prevents extension of state 
tax on interstate business; 11JTAX- 
241, Oct59, Ip 

New Mexico case upholding non-dis- 
criminatory occupation tax as applied 
to interstate salesman _ criticized 
(written before Northwestern-Stock- 
ham decisions) 5WaynLR271, Spr59, 


4pp 

Senate Small Business Committee recom- 
mends temporary Federal law to pro- 
hibit state tax on income unless busi- 
ness has property or people in the 
state; would have commission to study 
problem and propose permanent law, 
11JTAX183, Sep’59, 3pp 

Supreme Court will review. Scripto 
case requiring out-of-state firm to 
collect Florida use tax on Florida 
sales, 11JTAX357, Dec59, 1p 

Study of the factors that make a busi- 
ness unitary and therefore subject to 
state formulas for apportionment of 








64 


The Journal of 


income, 11JTAX241, Oct59, Ip 

Though Supreme Court has widened 
power of state to tax, Federal legis- 
lation is seen as needed to cope with 
allocation problems, 33TulLR870, Jun 
59, 5pp 

intergovernment immunity 

Brief statement of a proposal to pro- 
vide a practical solution. Groves H 
M, 1959WiscLR167, Mar59, 4pp 

property tax 

Flying Tiger case presents new ques- 
tions on taxation of airplanes to 
Supreme Court, 72HarLR1584, Jun 
59, 4pp 

How county tax departments in Michi- 
gan help local assessors, Pealy R H, 
25Assessors’NL51, May59, 3pp 

How a Minnesota county carried out 
a revaluation program, Schwartz E 
C, 1AssessAdmin35, May59, 2pp 

Residence assessment problems of a 
small growing Canadian town, Jellis 
J D, 1AssessAdmin24, May59, 2pp 

sales tax 

States extend sales tax to services 11 
JTAX112, Aug59, Ip 


SOCIAL SECURITY 


Definition of disability used by Social 
Security Administration being studied 


at Congressional hearings: recent 
eases reported, 11JTAX310, Nov59, 
2pp 


STOCK MARKET OPERATIONS 


Low-coupon Treasury issues selling at 


a discount provide opportunity for 
capital gain income; other tax ad- 
vantages in Treasurys, Spencer M M, 
11JTAX284, Nov59, 3pp 


Tax Court procedure provides equiva- 
lents of pre-trial and discovery rules 


of the Federal district courts; little 
need for change seen. Development 
of the argument is here made 


through analysis of working of Tax 
Court rules, Bennion A Y, SCallith 
Inst59p405, 23pp 

TAX PRACTICE—BOOKS 

Boughner J L, Tax Planning & Ice 
Setting for Profitable Law Practice, 
The Journal of Taxation, (New York, 
1958) 110pp, $8.00. Looseleaf, in- 
cludes periodic revisions. 

Isaacson B B, Guides to Successful Ac- 
counting Practice, American Institute 
of Certified Public Accountants, (New 
York, 1959), $3.50, 162pp. A compila- 
tion of notes and comments that ap- 
peared in the Practitioners Forum de- 
partment of the Journal of Accoun- 
tancy. One chapter is devoted to tax 
practice, and much of the comment 
throughout the book, though directed 
to accountants, might be read with 
profit by lawyers. Covers office proce- 
dures, relation with clients and staff, 
fees and billing, etc. 

TAX PRACTICE—ARTICLES 

ABA unauthorized practice committee 
issues opinion that estate planning 
is practice of law, 11JTAX344, Dec 
59, lp 

Connecticut court holds that banks are 
not unlawfully practicing law in pre- 
paring and defending tax returns for 
estates and trusts of which ad are 
trustees, 11JTAX182, Sep5 9, lp 

Counsel for taxpayers in Associated 
Patentees litigation tells how litiga- 
tion began in a minor controversy 
pressed thoughtlessly by the IRS and 
grew into a leading case on tax re- 


duction, Cochran H P, 11JTAX358, 
Dec59, 4pp 
58% pass Treasury examination for 


special enrollment, 11JTAX313, Nov 
59, lp 

Lawyer-CPAs practicing both profes- 
sions often do poor audit work, 


Puerto Rican lawyer says, Moreno R 
G, 11JTAX182, Sep59, Ip 

Specialization means higher income; 
ABA control asked, Sammond F, 11 
JTAX312, Nov59, 1p 

Successful negotiations depends on 
awareness of agent’s duties and obli- 
gations, IRS policy and duties of the 
enrolled person. Comments on how 
to negotiate, Freeman H A and Free- 
man N D, 11JTAX93, Aug59, 3pp 

Treasury to hold examination for spe- 
cial enrollment in Fall 1960 in con- 
tinuing attempt to increase number 
of persons practicing before Treas- 
ury, 11JTAX344, Dec59, Ip 

Treasury not always enforcing limita- 
tions on preparers, survey by CPA 
shows, 11JTAX342, Dec59, 3pp 

corporate tax dept. 

Management consultant discusses the 
kind of corporate tax department that 


Taxation + January 1960 


merits separation as special function 
and the kind of tax manager needed to 
run it, Purvis D, 11TaxExecl8, Oct 
58, Tpp; similarly, 11JTAX235, Oct59, 
lp 


TIMBER—BOOKS 


Falk. Jr... H W, Timber and Forest 
Products Law, Howell-North Books. 
Berkeley, Calif., 1958). Price, $7.50. 


TRUSTS—BOOKS 


Kennedy L W, Federal Income Taxation 
of Trusts and Estates, Little, Brown 
& Co., (Boston, 1948) with 1953 sup- 
plement. 837pp. $20.00. This is the 
text on the subject; thorough, com- 
prehensive. 

Nossaman W L, Trust Administration 
and Taxation, Matthew Bender & Co., 
(New York) 2 vols., (loose-leaf) 
$42.50. 

Olson R L & Gradishar R L, Saving In- 
come T'axes by Short Term Trusts, 
Prentice-Hall, (Englewood Cliffs, 
1956) 203pp, $7.50. Exposition of 
Code; examples. 

Tweed H & Parsons W, Lifetime and 
Testamentary Estate Planning, Com- 
mittee on Continuing Legal Pduen- 
tion, (Philadelphia, 1955) 


TRUSTS—ARTICLES 


Brief practical comparison of custodian 
gifts and trusts; author concludes 
that lower costs of custodian gifts 
are more than offset by rigidity of 
form, Morrison D SS, 45ABAJ751, 
Jul59, 38pp 

Desirability of the grandfather trust 
in the light of the current law; in- 
come estate and gift tax problems of 
grandfather-donor, parent and grand- 
child, Sayles R A, SCallithInst59p 
675, 14pp 

Explanation of tax savings through 
use of short-term trusts for support 


and to accumulate income for 
children. Written as an example of 
application in typical case, Monyek 


R H, 7AYoungJ8, July59, 9pp 

Inclusion of trust in grantor’s estate 
(State Street Trust case, Cvshing 
estate) because of his wide powers as 
trustee criticized, but practitioners are 
warned that trustees should consider 
resigning, 11JTAX172, Sep59, 2pp 

Income estate and gift taxation of re- 
vocable trusts explained, Williams L 
and Heffernan J V, 11JTAX306, Nov 
59, 3pp 

May, or should, trustee make adjust- 
ment in trust accounts for tax sav- 
ing or tax burden shifted by his dis- 
cretionary act? Cases analyzed; sug- 
gested clause to authorize trustee to 
adjust is included, Miller B S and 
Yellon D J, 11JTAX, Dec59, 5pp 

Power to invade principal need in most 
long-term trusts; how to avoid tax 
disadvantages of such powers, Cavitch 
Z, 11JTAX113, Aug59, 2pp 

Uses of trusts in planning especially, 
short term, for minors, insurance and 
multiple trusts; income, gift and 
estate tax problems of each, Kirby 
V N, SCallithInst59p627, T7pp 

Ways and Means Committee to make 
substantial changes in bill proposed 
by Advisory Group on Subchapter J 
(HR3041), 11JTAX251, Oct59, Ip 


UNEMPLOYMENT TAXES 


NY permits voluntary contributions by 
employers; example of saving in vol- 
untary payment, 11JTAX180, Sep59, 


lpp 
VALUATION 

Investment banker’s address to CPAs 
gives thoughtful, though general, 
comments on how he approaches 
valuation of shares in a_ business, 
Stodder J W, TlIICPA17, Sum59, 6pp 


CASES DISCUSSED 


Articles discussing extensively a tux 
case are indexed below. The first word 
in each item below is the name of the 
case, the second word the major sub- 
ject heading under which the article 
is indexed, the third word the minor 
heading, and the fourth word (italicized) 
is the first word of the index entry of 
the article containing the discussion. 


Abhott—corp, collapsible—taz 

Alabama By-Products—depletion — con- 
sideration 

Altdorfer—acce—deferred 

Alprosa—losses, carryback—legislative 

American Dental—income—review 

Amherst—oil, gas & min—aggregation 


Arnfeld—capital gain—penetrating 

Associated Patentees—tax prac—counsel 

Babcock—invol conv—treating 

Baer—dé&e, non bus—distinction 

Baird—acc, reserves—criticism 

Bankline—oil, gas & min—LaGloria 

Bausch—inc, in resp decedent—what 

Beacon Brass — fraud — misrepresenta- 
tion; counsel 

Biddle—foreign—scholarly 

Bixby’s Est—trusts—may 

Blumenthal—trusts—tax 

Bodkin—fraud—constitutional 

Bogardus—income—Kaiser 

Boettinger—alimony—husband 

Bond—d&e, interest—analysis 

Bond—ins—attack 

Braniff—s&l, property—Flying 

Brennen—procedure—increase 

British Motor Car—losses, carryback— 
legislative 

Brown Wood Preserving—timber—dia- 
cussion 

Buckley—foreign—scholarly 

Burnett—inc, in resp decedent—what 

Cammarano—dé&e, illegal—careful 

Cannelton Sewer Pipe—depletion—con- 
sideration 

Carter—farm—cases, immature 

Carpenter—farm—Treasury 

Casale—insurance—does 

Castner Garage—ins—wusing 

Cherokee Brick—depletion — considera- 
tion 

Choate—oil, gas and mineral—tax 

Coastal Oil—losses, carryback—legisla- 
tive; corp. formation—first 

Commercial Trust—trusts—may 

Cowden—comp—oil 

Crane—real est — disposition; 
treating 

Crowther—ded & exp, tke—lumberjack, 
recent 

Cuba Railroad—inc—T'eleservice 

Cunha—est, admin—review 

Davis—oil, gas and min—when 

Decker—corp, close—thoughtful 

Detroit Edison—inc—Teleservice 

Detroit Park Shelton—real est—tazx 

Donovan—losses, carryback—legislative 

Dragon Cement— depletion —considera- 
tion 

Ducros—corp, buy-sell—penetrating 

Dwight’s Trust—trusts—may 

Elia—farm—cases 

Elko Realty—losses, carryback—legisla- 
tive 

Emmons—insurance—Taz, attack 

ET&WNC Transportation—s&l, 
comm—apportionment 

Evans—depreciation—reversal, Treasury 

Flora—proc—Supreme 

Flying Tiger—s&l, property—Flying 

Faber—alimony—husband 

Fifth Ave. Coach—account, 


conv — 


inter- 


accrual— 


ax 
Fine & Sons—procedure—explanation, 
increasing 
Fisher—trusts—practical 
Fortee—invol conv—treating 
Fox—farming—immature 
Frigidaire—excise—General 
Frost—farm—cases 
Galt—partner—practical 
General Geophysical — corp, 
thoughtful 
Glover—acc, reserves—criticism 
Gooch Milling—proc, mitigation of lim 
—increased 
Goodstein—ins—attack 
Goodstein—dé&e, interest—analysis 
Hancock—farming—immature 
Hansen—acc, reserves—criticism 
Harmon—oil, gas and min—when 
Heininger—dé&e, illegal—careful 
Henshaw—oil, gas and min—when 
Herff—real est—disposition 
Hertz—deprec — salvage, district, re- 
versal, Treasury 
Holsey—corp, buy-sell—penetrating 
Hooks—inc, in resp decedent—what 
Hoover Motor—dé&e, illegal—careful 
Hopkins—fraud—disallowance 
Howard—corp, reorg—tazx 
Howe—inc, in resp decedent—what 
Howell—oil, gas and min—*mineral 
Hughes—oil, gas and min—tax 
Jacobsen—income—review 
James Realty—corp, formation—first 
Jefferson Lake Sulphur—oil, gas and 
min—survey 
Kaiser—inc—unions; appeals 
Kelley—corp, close—thoughtful 
Keystone Coal Co.—oil, gas and min— 
tax 
Kintner—partner—practical 
Klein—inventory—brief, tax 
Koma—corp, buy-sell —penetrating 
Kruse—corp, close—thoughtful 
Lake—capital gain—penetrating 
Levy’s Est—trusts—may 
Lewis—d&e, nonbus—distinction 
Lilly—dé&e, illegal—careful 
Linde—inc., in resp decedent—what 


close — 


Long Poultry Farms—farm—Treasury 


Lykes—d&e, nonbus—distinction 

MacDonald—proc, mitigation of lim— 
increased 

MacFarlane—inc, in resp decedent— 
what 


Marlor—dé&e, education—ezxpenses 

Massey Motors—deprec—reversal 

McDonald—farming—immature 

Merry Brothers—depletion — considera- 
tion 

Metropolitan Bldg—acc—IRS 

Metropolitan Company — corp, 
thoughtful 

Mill Ridge—losses, carryback—leaislative 

Mill Ridge—corp, formation—first 
oore—farming—immature 

Moultrie Cotton—proc, mitigation of 
lim—increased 

Naylor—oil, gas and min—survey 

Nippert—s&l, inter com—New 


close — 


Northwest Airlines —s&l, property — 
Flying 

Northwestern Cement—s&l, intercomm 
—apportionment 


Northwestern States Portland Cement— 
s&l, interstate com—attorney; brief; 
Georgia; though 

O’Daniel—inc, in resp decedent—what 

Osteen—d&e, t&e—disallowance 

Patchen—acc, change of method—Pat- 
chen 

Pelton Steel—corp, buy-sell—penetrat- 
ing 

Pittston—capital gain—penetrating 

Reed—comp—cases 

Rensenhouse—est, admin—review 

Rice Est—trusts—may 

Richland Bhale—depletion — considera- 
tion 

Robbins—s&l, 

Rodner—inc, 
comp—cases 

Sanchez—foreign—scholarly 

Schaeffer—account, reserves—taxation 

Schalk Chemical—corp, close—thought- 


inter comm—New 
in resp decedent—what; 


uw 
Sclafani—fraud—counsel 
Schwartz—fraud——disallowance 
Seibond—d&e, education—recent 
Sensenbrenner—trusts—practical 
Simon—corp, close—thoughtful 
Simpson—comp—payments; cases 
Sonnabend—dé&e, interest—analysis 
Southwest Consolidated—corp, reorg— 
tax 
Spies—fraud—counsel 
State Street Trust—trusts—inclusion 
Strauss—dé&e, illegal—careful 
Stern—collect, trans liab—role 
Stockham Valves—s&l, interstate—at- 
torney; brief; Georgia; apportionment 
Sullivan—dé&e, illegal—careful 
Supplee-Biddle Hardware—ins—using 
Swan—foreign—scholarly 
Tank Truck—dé&e, illegal—careful 
Teleservice—acc—analysis 
Textile Mills—dé&e, illegal—careful 
Tucker—corp, buy-sell—penetrating 
Trembley—oil, gas and min—survey 
Turnbow—corp, reorg—tax 
Wanamaker—corp, multi—brother 
Warms’ Est—trusts—ma 
Waters—d&e, t&e—disallowance 
Watson—dé&e, education—expenses 
Weaver—corp, reorg—hazards 
Weil—alimony—/RS; husband 
Wilcox—dé&e, illegal—careful 
Winn—d&e, t&e—disallowance; recent 
Winters—d&e, t&e—disallowance 
Woodsam Associates—real est—disposi- 
tion 
Wright—dé&e, clothing—recent 
Yeomans—dé&e, clothing—recent 
Young—S&L, income—criticism 


CODE SECTIONS DISCUSSED 


Articles containing extensive discussion 
of Code sections are listed below. 
number is that of the section of the 
moe Code, references are as in cases, 
above. 


37—inc—retirement 

41—acc, change of method—Patchen 
108—income—survey 
145—fraud—counsel 

162—d&e, education—expenses 
178—general—important 
179—general—important 
267—deprec—sales 

36i—corp, multi—brother 
302—corp, buy-sell—penetrating 
4038—redem—aft«r 

205—corp, pref stock—advisory 
341—general—important 
446—corp, reorzg—advisory 
346—corp, liquid—analysis 
355—corp, reorg—advisory 
3857—corp, reorg—hazards 
361—corp, reorg—tazx 


367—foreign, bus—analysis 
481—-general—important 
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581—corp, buy-sell—penetrating 
645—foreign, corp—new 
6138—depletion—consideration 
678—trusts—practical 
673—trusts—brief 

673 trusts—uses 
677—trusts—uses 

691—inc, in resp decedent—what 
707—dep rec—sales 

761 (a)—oil, gas and min—survey 
861—foreign, bus—analysis 
901—foreign, bus—analysis 
911—foreign, inc—new 
921—foreign, bus—analysis 
931—foreign, bus—analysis 
1017—income—survey 


1083—oil, gas and min—when; invol conv 


—law 

1239—dep rec—sales 
1244—corp, Sec. 1244—tax 
1244—-general—important 
13803—comp—law 


1311—proc, mitigation of lim—increased 


2041—trusts—power 
2503—trusts--brief; uses 
6012—foreign, inc—new 
6166—general—important 


REVENUE RULINGS DISCUSSED 


Articles containing extensive discuss 


ion 


of revenue rulings are listed below. The 
number is that of the ruling; references 
are as in cases and Code sections above. 


54-94—-d&e, interest—analysis 
64-172—proc—insistence 
54-458—corp, buy-sell—penetrating 
64-548—oil, gas and mineral—taz 
56-23—partner—practical 
56-86—trusts—brief 

56-103—corp, buy-sell—penetrating 
66-436—oil, gas and min—when 
56-556—corp, buy-sell—penetrating 
67-346—oil, gas and min—capital 
57-366—trusts—brief 
57-546—partner—practical 
58-9—ins—using 
68-337—trusts—practical 
58-614—corp, close—thoughtful 
69-244—-ded & exp, t&e—/RS 
59-286—corp, close—thoughtful 
GCM 9067—foreign—scholarly 
GCM 18718—foreign—scholarly 
GCM 25131—foreign, bus—analysis 
IRCire 56-27—foreign, bus—analysis 
IT 2930—oil, gas & min—survey 

IT 3948—oil, gas & min—survey 

IT 4006—oil, gas & min—survey 
Rev Proc 59-22—proc—insistence 
TIR 69—farm—Treasury 

TIR 87—comp—ceses 
TIR-164—proc—insistence 
TIR-165—proc—insistence 


AUTHORS INDEXED 


The first word below is the name of 
author whose books or articles are 


an 
in- 


dexed herein; the second word is the ma- 
jor heading under which his work is 
listed; the third word either identifies 
the work as a book or is the minor head- 


ing for an article listing; 


last word 


(italicized) is the first word of the index 


entry of the article. 


Aaron B L—est, admin—1958; gift tax 
en depreciation, add’] first year— 
w 


Anderson P E—real est—book 

Bachrach M—policy—CPA 

Balter H G—fraud—disallowance; 
representation; book 

Barton J R—dé&e, illegal—review 

Barton R M—dé&e, interest—analysis 

Barton W E—est plan—book 

Bender L—fraud—crucial 

Bennion A Y—Tax Court—Taz 

Bernfeld H—real est—real 

Beveridge J W—est & gifts—book 

Block N—corp, div—effect 

Blum W J—policy—with; Canadian 

Bock R S—s&l, inc tax—California 

Boughner J L—tax prac—book 

Brafford W C—corp, dividend—master’s 

Breeding—oil, gas & min—book 

Brown E C—deprec—book 

Brown E J—personalities—review 

Brown L B—corp, buy-sell—penetrating 

Bruen A J—oil, gas & min—overall 

Burton—oil, gas & min— 

Butters J K—inventory—book 

Cavitch Z—est, admin—careful; trusts— 
power 

Cochrane H P—tax prac—counsel 

Cox A H—comp—duPont’s 

Cox F L—s&l, interstate comm—Georgia 

Crawford W W—foreign, WHTC—com- 
parison 

Crowley G D—fraud—counsel 

Dale E R—acc, consol—recent 

DeLeoleos N T—inventory—brief; tax 

Diamond L A—corp, multi—brother 

Diamond W H—foreign—book 

Dobrzensky M W—IRS—conference 

Donaldson B J—depletion—considera- 
tion 

Drachsler L M—foreign—scholarly 

Edwards E—partner—Kintner 

Ellickson J C—farmers—economists 

Erbacher P J—est, admin—review 

Farrell E J—farm—Treasury 

Farrell W—corp, 1244—ezxplanation 

Fillman J R—comp—Ford 

Fiske L E—oil, gas & min—book 

Frank H J—s&l—explaining 

Freeman H A—tax prac—successful 

Freeman N D—tax prac—successful 

Friedman M R—ins—using 

Friedman P H—foreign, WHTC—law 

Friedmann W G—foreign—book 

Getz E—comp—payments 

Glassmoyer T P—trusts—termination 

Gooder D—foreign, bus—analysis 

Goodrich E J—procedure— 

Goodson M—corp, elect—outline 

Gordon G B—d&e—book 

Gordon N N—foreign, bus—summary 

Gradishar R L—trusts—book 

Greene R—corp—taz; corp, reorg— ad- 
visory 

Greenfield H—account—book 

Griesinger F K—account—book 

Grossman H I—corp, dividends—typical 

Groves H M—s&l, intergov immunity— 
brief 

Hagendorf S—dé&e, education—expenses 

Halstead H M—farm—book 

Harpole M E—comp—law; corp, 1244— 
deductions; coll of tax—extension 

Hea W—corp, close—consideration 

Healy J L—pensions & prof—bank 

Heffernan J V—trusts—income 

Herzberg A—acc, reserves—Supreme 

Hobbet R D—depletion—consideration 

Holzman R S—general—book 


mis- 


Horne W M Jr.—foreign, 
problems 

Horowitz M—s&l, inc tax—New York 

Irell E—foreign, inc—application 

Jacobs C S—account—holding 

Jellis J D—s&l, property—residence 

Jennings V J—comp—cases 

Kahn G J—corp, reorg—hazards 

Kalupa R J—corp, elect—proposals 

Kay D G—est, planning—example 

Kendall J A—corp, accum earnings— 
CPA 

Kennedy L W—trusts—book 

Kirby V N—trusts—uses 

Koerner W R—foreign, inc—new 

Kramer R—est & gifts—book 

Kumler W L—foreign, bus—problems 

Laiken G J—corp, buy-sell—buy-sell 

Lassers W J—real est—/ictitious 

Leist C D—corp, pref stock—advisora 

Levy P A—capital gains—what 

Lindsay D A—income—book 

Lore M M—corp—book 


business— 


Lowndes C L—est & gifts—book 

Macrae E W—deprec—/RS 

Mandell H M—estates, admin.—foreign; 
corp, dividend — operating, corpora- 
tions 

McAnly H T—inventory—=steel 

McHale E R—collect—how 


McKee W D—partner—fundamentals 

Mednick H S—acc—analysis 

Meyer R L—pensions & 
ment 

Michaelson A M—est & gifts—book 

Mickey P F—s&l, inter comm—more 

Mickum G B-—s&l, inter comm—more 

Miles J M—foreign, bus—explanation 

Miller B S—trusts—may 

Miller J—alimony—husband 

Miller J P—corp, close—thoughtful 

Miller K—inv conversion—law 

Miller K G—oil, gas & min—book 

Miller R D—acc, acer—accrual 

Mitchell W—general—book 

Mitnick H I—income—review 

Monyek R—trusts, short term 
tion 

Moreno R G-—tax prac—lawyer 

Morrison D S—trusts—brief 

Morton W A-—s&l—book 

Mosher R G—foreign tax—explanation 

Musselman R—general—book 

Neely F T—corp, elect—dangerous 

Nelson R E—inc—tazation 

Nossaman W L—trusts—book 

O’Conner J V—s&l, inc—analysis 

Oelbaum H—dé&e, t&e—disallowance 

Oehler C—account—book 

Olson R L—trusts—book 

Page D K—corp, buy-sell—techniques 

Paulston J O—dé&e, illegal—careful 

Pealy R H—s&l, prop tax—how 
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